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OUR COVER 


Arch M. Cantrall of Clarksburg, West Virginia, recently appointed 
as Chief Counsel of the Internal Revenue Service and as Assistant 
General Counsel of the Treasury, is featured on our cover this month. 
Mr. Cantrall took the oath of office on January 29, 1958. He succeeded 
Nelson P. Rose, who was appointed as General Counsel of the Treasury. 


As Chief Counsel of the Internal Revenue Service, Mr. Cantrall 
serves as counsel and legal adviser to the Commissioner of Internal 
Revenue in matters pertaining to the administration and enforcement 
of the internal revenue laws. He also exercises general supervision 
over the nine regional counsels who furnish legal advice to the Service's 


regional commissioners and to the district directors of internal revenue. 


The new Chief Counsel brings to his post years of valuable ex- 
perience in the field of federal tax law. Prior to his appointment he 
was actively engaged in the practice of federal and state tax law as 
a senior partner in the law firm of Stathers and Cantrall at Clarksburg, 
West Virginia. He has also served on numerous tax study committees of 
business and professional groups. 


Mr. Cantrall was born in Danville, Kentucky. He was admitted to 
the West Virginia bar in 1925, and thereafter was admitted to practice 
before the Supreme Court of the United States, the United States Court 
of Appeals for the Fourth Circuit, the United States District Court for 
the Northern District of West Virginia, the Tax Court of the United States, 
the Interstate Commerce Commission and the Treasury Department. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Employer-employee life insurance. Life insurance in force is a 
whopping $456 billion, representing a tremendous growth in the pur- 
chase of life insurance in recent years. This is because of the versatility 
of the contract and the ingenuity of life insurance sales management. 
The tax man, whether he be an estate planner or an adviser to manage- 
ment on the retention, promotion and compensation of executives, 
must have more than a passing knowledge of the life insurance con- 
tract. One of his concerns will be the cost of life insurance. This was 
discussed to some extent in the article we had in November, 1957, by 
Messrs. Benjamin M. Becker and David M. Sloan, and in another by 
Jacob Goldberg in the March, 1958 issue, in specific reference to the 
split-dollar or bank-financed insurance purchase. On the face of it, 
the split-dollar contract provides a decreasing amount of coverage as 
the insured grows older and the contract is in force longer. 

These articles have caused quite a stir, as Mr. Gerald S. Specter 
of the Acacia Mutual Life Insurance Company has pointed out in his 
recent letter: “An article by Messrs. Becker and Sloan and a subse 
quent article by Goldberg failed to consider a recent development in 
the life insurance field of great import. The introduction of ‘cash 
value refund’ ordinary life insurance contracts should be noted by tax 
practitioners who are frequently called upon to approve pending life 
insurance proposals. For a small additional premium the cash value 
plus the face value of an ordinary life policy is paid if the insured dies 
prior to age sixty-five. This refund feature negates one objection to 
split dollar programs and bank loan plans, i. e., protection remains level 
to age sixty-five.” 

We asked Professor Walter J. Blum of the University of Chicago 
Law School for the benefit of his thinking on the subject. You will 
find Professor Blum’s article at page 377. He makes the point that 
the cost of bank-financed life insurance consists of the net cost of 
borrowing plus the cost attributable to the pure insurance feature of 


the policy, and he examines the problems of calculating these two costs. 
Following life insurance proceeds into the hands of the beneficiary. 
The Supreme Court is going to take a look at two cases which contest 
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the government’s right to life insurance policy proceeds when the 


insured died owing federal taxes. Will the court turn iconoclast and 


permit this attack upon life insurance proceeds intended for the widows 
and children? Quite a sentimental case can be built around these 
issues, but sentimentality has no place in law and for that reason 
Justice is blindfolded. Dissenters on this Court have once before 
pointed out their lack of sentiment, especially for the government. 
“I think Congress allows a taxpayer to protect his estate, even against 
the Treasury. It seems to me a tacit slander of the Nation’s credit 
that need for money should drive us to such casuistry as this.” The 
dissenting Justices Jackson and Frankfurter were speaking of the 
situation in Lykes v. U. S. 

When 80 per cent of life insurance in force is payable to bene- 
ficiaries other than the insured or his estate, the author suggests that 
perhaps Congress should in some way limit the government’s recovery 
out of proceeds, say to the cash value. Stanley P. Wagman’s article 
begins at page 385. 

Mr. Wagman is an attorney in New York City with the firm of 
Roberts & Holland. He was formerly with the Appellate Section, Tax 
Division, United States Department of Justice, Washington, D. C. 

What is a loophole? Commissioner Harrington told a group of 
oilmen recently that he would not be surprised “if the first commercial 
importation of our Territory Moon should happen to be a drilling rig.” 
He added that the government would probably have an internal 
revenue officer on the moon to greet the first oilman to arrive. We 
can understand that because the tax problems of the oil industry are 
many, beginning with that of depletion, which, unfortunately, has the 
connotation of “loophole.” Is there really such a thing as a loophole 
in the tax law? If a certain situation was not covered by the law and 
was not intended to be covered by the law, would it be correct to say 
that the law has a loophole which permits this situation to escape 
taxes? The section of the law which permits a deduction from income 
from oil and gas wells, entitled “depletion allowance,” has been termed 
a loophole by many. This provision for depletion is rooted in the fact 
that a natural resource can never be replaced once it has been exhausted 
through production. The production of oil may be limited to certain 
geographical sections, but the tax problem is one that can face up to 
any tax man, anywhere. 

The article beginning at page 395 is an exhaustive discussion of 
depletion as it relates to the oil and gas business, written by a tax man 
for the Pure Oil Company, F. J. Blaise. This article was first prepared 
and published in a little booklet which was privately distributed by 


the oil company. 


In This Issue 





Mexico. The Harvard Law School's International Program in 
Taxation is preparing a series on the tax systems of various countries. 
The volume on Mexico, which has been published, is primarily the 
work of Henry J. Gumpel, the author of the article beginning at 
page 427. In the book, Taxation in Mexico, Mr. Gumpel describes the 
early fiscal organization of the Aztecs—they collected taxes in kind, 
even accepting bird feathers. If we in the United States could pay our 
taxes in bird feathers, our country would probably be known as the 
land of naked birds. In deference to our feathered friends of the air 
and for other reasons of more financial moment, both the United States 
and Mexico levy taxes in hard-earned money. 


United States business with our neighbor in the south, the 
Republic of Mexico, is increasing annually, and while previous negotia- 
tions between the respective governments for the purpose of conclud- 
ing an income tax convention have failed, certain negotiations were 
resumed recently in Washington toward another meeting in Septem- 
ber. General expectations are that a tax treaty with Mexico will be 
concluded before the end of this year. 


Mexico legies the following taxes which are of interest to 


Americans doing business, or who intend to do business, there: 


(1) import and export duties, (2 


) taxes on the exploitation of natural 
resources, (3) taxes on manufactured commerce and services, (4) income 
and excess profits taxes, (5) commercial receipts tax and (6) social 
security contributions. 

Mr. Gumpel is an attorney and a CPA in New York. He is 
associated with the Harvard Law School's International Program in 
Taxation. 

The benefit theory. One cause of excitement in the publishing 
business is the deadline. This is that point in time beyond which an 
editor can make no change in the copy. It’s on the press and the press 
is rolling. This article is one that races against a deadline, for in the 
conclusion, the author states: “It should not be surprising if both 
the Zipp and Holsey cases are reversed by the Sixth and Third Circuit 
Courts, respectively.” Obviously, if the decisions in these cases are 
rendered prior to the time you read this, the author’s prediction may 
either be entirely wrong or right, but purely academic. 

The Zipp and Holsey cases are a pair which deal with dividend 
income to surviving shareholders (other than those whose stock was 
redeemed) resulting from stock redemption. The Holsey case is one 
which develops a “benefit” test, and several legal writers have pointed 
out that this decision represents a departure from existing law but, 
nevertheless, reaches a reasonable result. The shift of control and 
ownership of small and close corporations through sale of stock is not 


an unusual transaction. Its frequency of occurrence and its usualness 
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make this article of current interest to tax men aside from the fact that 
appeals are pending in the circuit courts. 


The article at page 437 is written by Harry Lamar Jones, an 


attorney and certified public accountant with the firm of Frazer & 


Torbet in Houston, Texas. Mr. Jones is a CPA in the States of Texas 
and Illinois. 

A lesson in semantics. If you browse through many business 
publications, you will see several articles on the art of communication 
and its essentialness in business relationships. Failure to get the 
message across is sometimes due to lack of knowledge of the art of 
communication, sometimes due to the semantics employed and some- 
times due to a combination of both. Effective communication from 
employer to employee, lawyer to client, court to lawyer is an ideal 
situation to be obtained. In the New Testament there is an excellent 
example of successful communication: 

“Now when this was noised abroad, the multitude came together, 
and were confounded, because that every man heard them speak in 
his own language. 


“And they were all amazed and marveled, saving to one another 


“... how hear we every man in our own tongue, wherein we were 
born?” (The Acts of the Apostles, Chapter 2.) 

The Supreme Court, it seems, lacked such extraordinary powers, 
however essential, in its decision involving the Libson Shops, tor there 
is doubt as to the meaning to be attached to such phrases in the Court's 
opinion as “essentially a continuing enterprise,” “continuity of busi 
ness enterprise,” “same taxable enterprise,” “substantially the same 
businesses.” Are these phrases used interchangeably or do these char- 
acteristics merely define situations? It is the semantics of the deci- 
sion which Morton Levine and Louis Petta take as their cue for the 
excellent article at page 445 discussing Libson Shops, Inc. v. Koehler 

Both Mr. Levine and Mr. Petta are members of the New York 
bar. They are associated with Bernard E. Singer. Both authors have 
degrees in accounting, and in law and Masters of Laws in taxation. 

Government contracts. Two Connecticut cases discussed at page 
459 emphasize the importance of paying careful attention in a govern- 
ment facilities contract to the time when title to purchased facilities 
passes to the government. In one of the cases, the government con- 
tract provided for vesting of title in the government immediately upon 
delivery by the vendor, and purchased facilities shipped f.o.b. were 
held not subject to sales or use taxes. In the second case, the govern- 
ment contract provided for title vesting in the government upon 
delivery at the contractor's plant. Facilities shipped f.o.b. shipping 
point were held to have been in the contractor's ownership long enough 
to justify imposition of the use tax. 


In This Issue 





TAX-WISE NEWS 


Each month this department comments on decisions and rulings selected 
from interpretations of the law by the federal courts, the Tax Court 
and the Internal Revenue Service, and lists tax meetings of interest. 


Qn TUESDAY, May 13, the Senate con- 
firmed the nominations of Tax Court Judges Train, Forrester, 
Turner and Bruce to new 12-year terms ending June 2, 1970. 


You CAN’T TAKE the standard deduction 
and a separate deduction for union dues.—Tenny V. Osborn, CCH 
Dec. 22,933(M), 17 TCM 310. 


- 

[wo BROTHERS developed an invention, 
and there was a verbal agreement between them that one of them 
(the taxpayer here) would receive a percentage of the income 
if the invention were profitably manufactured. In the ensuing 
years a corporation was organized for the manufacture of the 
invention, and the oral agreement between the brothers was 
reduced to writing which stated that the taxpayer would receive 
a percentage of the royalties paid under licensing agreements in 
consideration of his waiving any right, title or interest he may 
have had in the invention. The Tax Court upheld the Commis- 
sioner that all monies received later by the taxpayer under an 
agreement to manufacture and sell the invention was ordinary 
income. The taxpayer had hoped that the agreement with his 
brother and coinventor would establish that he had an interest 
in the invention, rather than an interest in assignments and 
exclusive license agreements.—Curt A. Claus, CCH Dec. 22,935 


(M), 17 TCM 313. 


A TAXPAYER paid almost $20,000 in attor- 
neys’ fees for services rendered in obtaining damages for the 


negligent destruction of the taxpayer’s rental property. The 
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Commissioner contended that the attorneys’ fees should be offset 
against the judgment. On the income tax return, the taxpayer 
treated the expenditure of the attorneys’ fees as an ordinary and 
necessary business expense. The precise question, then, is what 
is the proper treatment to be given legal fees and expenses 
incurred in the recovery of the judgment for the negligent de 
struction of property? The government's contention was that 
this situation is analogous to condemnation. An attorney’s fees 
incident to a condemnation had been held to be capital expendi- 
tures. The court rejected this analogy and held that in this case 
such fees’ and expenses were spent in an attempt to require a 
negligent party to pay for the losses of a rent producing building. 
This situation is similar to attorneys’ fees relating to the man 
agement, conservation or maintenance of property held for the 
production of income. The expenses were ordinary and necessary. 
This case rose under Section 23(a)(1) of the 1939 Code, to which 
Section 162 of the 1954 Code is similar—U’. S. v. Pate, 58-1 ust 
€ 9482 (CA-10). 


WuereE a taxpayer is interested primarily 
in buying a corporation’s assets, it sometimes is compelled to 
first purchase the corporation’s stock and then liquidate the 
corporation in order to acquire the desired assets. It has been 
settled by prior cases that when this happens, the necessary 
steps taken to accomplish the objective will be treated as a single 
transaction. This is called “looking through the form to the sub 
stance.”” The objective is to purchase the property (assets). If this 
can only be done by the roundabout method of purchasing the 
corporation’s stock, what basis would you use for the assets so 
acquired the cost of the stock or the basis of the assets in the 
hands of the transferor? As you can see, it makes quite a dif 
ference in the deduction for depreciation. The Commissioner 
takes the position in most of these cases that the basis of the 
transferred assets is that of the transferor. He says the assets 
were acquired through liquidation. 

The latest Tax Court case on this point is Orr Mills, CCH 
Dec. 22,955, 30 TC —, No. 15, decided in favor of the taxpayer 


The court decided that the steps taken—purchase of the stock, 


transfer of the stock to a wholly owned corporation and liquida- 


tion of the corporation acquired—constituted one transaction. 
Other decisions on this point are Commissioner v. Ashland 

Oil & Refining Company, 38-2 ustc § 9580, 99 F. (2d) 588; Koppers 

Coal Company, CCH Dec. 15,179, 6 TC 1209; H. B. Snively, CCH 


Dec. 19,458, 19 TC 850; Kimbell-Diamond Milling Company, CCH 


Tax-Wise News 





Dec. 17,454, 14 TC 74; Estate of James F. Suter, CCH Dec. 22,660, 
29 tC , No. 29. 


A TAXPAYER had a new will drawn 21 


days before his death. His attorney, in drafting the will, used 


as a guide the file copy of a will previously prepared for another 


client. He made certain pencil notations on the copy and gave 
it to his secretary, together with a carbon copy of this testator’s 
prior will, also bearing pencil notations. The two copies of these 
wills bearing pencil notations, if correctly typed, would have 
provided for a power of appointment in the surviving spouse, 
thus qualifying the will and trust created therein for the marital 
deduction. 


The will, as finally prepared and signed, did not contain the 
requisite power of appointment to permit it to qualify. It was 
placed upon the attorney’s desk and, within a few days thereafter 
and prior to any review of the will by the attorney, the testator 
visited the attorney's office without an appointment. He read the 
will, but with little or no understanding of the intricacies of tax 
laws, and signed it. 


The will was sent to a bank which discovered the omission 
of a power of appointment. The drafting attorney thereupon 
directed his secretary to prepare a new will including the power 
of appointment, but the testator died before the lawyer could 
get the new will to him. 


It then became necessary to institute proceedings in a state 
court to construe the will in the light of the testator’s intent to 
grant his widow the power to withdraw the principal of a trust 
during her lifetime, or to dispose of it under her will, exercising 
the power of appointment. The evidence was a statement of the 
attorney as to the factual situation regarding the omission of the 
power of appointment for the will. The state court granted 
the relief sought by the widow after deliberation and resort to 
authorities. It construed the will to give her the income from 
the trust with the remainder over to her in fee simple, which 
power she could exercise by withdrawing the principal during 
her lifetime or by disposing of it under her will by exercising 
the power of appointment. 

The Commissioner sought an estate tax on the property 
without regard to the marital deduction, contending that the 
state court proceedings were nonadversary. Only the interests 
of the widow and her daughter were involved. The court held 

(Continued on page 383) 
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Bank-Plan Financing 
and the Cost of Life Insurance 


By WALTER J. BLUM 


This is a critique of an article by Jacob Goldberg entitled 


“Cost of Life Insurance,’’ which appeared in our March, 1958 issue. 


Mr. Goldberg's 


position in relation to bank-financed life insurance is that the whole 

of the net outlay of premiums is cost and that it is not proper to offset 

against this the cash value unless the policy is canceled. 

Professor Blum's analysis of costs steps off from the premise that the life insurance 
policy is a combination of an investment and a pure insurance feature. 


TM HERE IS nothing new to be said on 

the old question of how best to compute 
and state the cost of life insurance from 
a prospective policyholder’s point of view 
However, the continuing publicity being 
accorded to life insurance financed through 
bank loans has revived interest in the 
problem, because bank plans are aimed at 
those who presumably are highly cost con- 
and plans are some- 
times thought 
of calculating costs. 
responses to this renewed 
insurance costs is the article by Jacob Gold- 
berg entitled “Cost of Life Insurance” 
which appeared in the March, 1958 issue of 
TaxXeEs. While it is provocative, the analysis 
offered is incomplete and could easily be 
misleading. A somewhat fuller 
tion of the cost issue therefore seems to be 


because such 
to call for 
One of the most recent 
with 


sci us 


a special method 


concern 


considera- 


in order. 

Most bank-plan presentations assume that 
the cost of insurance for the year is the net 
outlay less the increase in the cash or loan 
value of the policy during the year. Gold- 


Life Insurance 


berg rejects this view of cost and takes the 
position “that value is mot a proper 
reduction unless the policy is can 
celed and the cash value converted into 
cash.” In support of his that 
the whole of the net outlay is the cost, he 
that value is both insurance 
and proceeds at the 
It follows, he maintains, that “Until 
cancellation occurs, cash value can only be 
a potential asset, subject to a 100 per cent 
event of the death of the 


cash 


contention 
argues “cash 


cost insurance same 


time.” 


reserve, in the 
insured.” 

The old proper 
treatment of cash value in calculating the 
cost of level premium permanent insurance 
ultimately rests on the dual nature of such 
an insurance contract. In effect, the policy 
is a investment, repre- 
sented by the cash value, and pure insur- 
ance, measured by the difference between 
the potential proceeds and the cash value. 
Under the unadorned ordinary life policy, 
the potential proceeds remain constant, so 
that the amount of pure insurance decreases 


377 


controversy over the 


combination of an 





Walter J. Blum is a professor 
of law at the Law School 
of the University of Chicago. 


precisely as the cash value increases. These 
two components, however, must, in the case 
of any one permanent policy, be purchased 
together. Thus the payment of the annual 
premium, reduced by dividends, is always 
a purchase of pure insurance (an expense) 
and the acquisition of an investment (an 
earning asset).’ In calculating the cost of 
insurance from the buyer’s standpoint, the 
fundamental issue is whether only the ex- 
pense of pure insurance is to be taken into 
account or whether the cost of the asset is 
also relevant. 


To pose this issue more concretely, con- 
sider comparable ordinary life policies issued 
by different insurers. In the one contract 
(A) the investment component provides a 
better return, and therefore a slower build- 
up of cash values, because the company is 
more successful in managing its investment 
program. In the other contract (B) the 
pure insurance is less costly until the later 
years, because the insurer is more successful 
in selecting risks. (Since all insureds whose 
policies are continued in force must even- 
tually die, the relatively smaller mortality 
cost in the earlier years will be offset by 
a relatively larger mortality cost in the later 
years.) Assume that the annual premium, 
after dividends, is larger for the B policy. 
Is the cost of insurance greater under the 
A contract inasmuch as the pure insurance 
is more expensive in the early years, or is 
the cost greater under the B policy inas- 
much as this combination package has a 
higher price tag?? 


The answer is not difficult if we are con- 
cerned with comparing historical costs after 
the contracts have come to an end. If the 
two policies are surrendered in early years, 


the insurance cost will have been larger 


under the A contract. If they are sur- 
rendered in late years, the cost will have 
been higher under the B contract; and the 
same will be true if they mature through 
death. The fact that the greater cost of the 
B policy in both of these situations was 
attributable to the inferiority of its invest- 
ment component rather than to its pure 
insurance component can be ignored since, 
as already noted, the two ingredients were 
inseparably tied together in each of the two 
contracts. The question, however, has no 
equally simple answer if we are concerned 
with projecting relative costs into the future, 
even assuming that premiums after divi- 
dends will remain perfectly level on both 
policies. The obvious complication is that 
we cannot be sure whether the owner will 
surrender his policy early or late, or will 
hold it until it matures through death. In 
some cases the intention to retain the policy 
until the insured’s death is so strong that 
perhaps state of mind upon purchasing the 
contract can reasonably be substituted for 
But as to most purchasers, 
much 
than 


foreknowledge. 
the ultimate fate of 
in doubt that we can do no 


is so 


Pp licies 
more 


resort to probabilities based on general sta- 
tistics regarding the disposition of insurance 


contracts. Since the great majority of 
permanent policies are surrendered before 
maturity, it would seem that prospective 
insurance costs by and large are better com- 
pared in terms of pure insurance costs (that 
is, net outlay less increase in cash value) 
rather than costs of keeping the policies 
in force.* 


Goldberg's Position 


While these pro- 
vide the foundation for equating insurance 
cost with net outlay less increase in cash 


general considerations 


value, they do not directly meet Goldberg’s 
attack on the standard version of the equa- 
tion. Since this matter is basic to analyzing 
the 
bank loan, it merits close attention. 


cost of insurance financed through a 





1There may be situations in which the full 
net outlay realistically reflects ‘‘cost’’ in the 
sense of an expense. An example is where an 
employer has contracted with an employee to 
provide certain death proceeds to his estate or 
beneficiary, and the employer has taken out 
permanent insurance on the life of the employee 
as a means of financing the arrangement. In 
such a situation, the whole of the annual net 
outlay represents an expense to the employer, 
but only because it reflects the annual cost of 
discharging an obligation which is itself a busi- 
ness expense, Such situations, however, are 
exceptional; in most cases there is no close 
relationship between insurance proceeds and 
an obligation in the nature of a business ex- 


378 
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pense. Instead the proceeds represent an asset 
which is not directly offset by a liability. 

2 The problem can be overgeneralized in these 
terms: Of two comparable policies, one has a 
higher premium (after dividends) but requires 
a lower net outlay if the contract is surrendered 
before a given anniversary. Is this policy to be 
regarded as providing higher or lower cost in- 
surance than the other contract? 

3In 1956 the voluntary termination rate for 
ordinary life insurance policies in the United 
States was 4.2 per cent per annum, and for 
such policies in force for more than two years 
it was 2.8 per cent (1957 Life Insurance Fact 
Book, p. 44). 


TAXES—The Tax Magazine 





Goldberg contends that “Treating the 
cash value as a reduction of cost can lead 
to absurd results.” To show this he makes 
use of the following common example of a 
net cost computation for a $1,000 policy: 
$ 23.59 


Premium (Age 35)—1 year 
$471.80 
87.14 


20 premiums 
Total dividends 


$384.66 


Net payments 

(4) Average 

(5) Cash value 

(6) Termination 

(7) Net cost (Line 5 plus Line 
minus Line 3) 

(8) Average cost (Line 7 + 20) 


payments 


dividend 


* Return over cost. 


The absurdity which develops is that “this 
computation says the insurance has 
cost {the purchaser] nothing for the 
20-year period and he has profited $.07 per 
$1,000 of face value!” 

Certainly such a conclusion is nonsense. 
The error, however, lies not in reducing net 
outlay by the increase in cash value, but in 
the calculation of costs after allowing for 
the reduction. There are two sources of 
confusion in the computation as presented, 
and they illustrate difficulties in 
stating the cost of an insurance program 
in a meaningful way for a_ prospective 
purchaser. 

The first is that the cost of insurance 
is most realistically conveyed through a 
comparison with a program of no insurance. 
Insurance premiums are (it is assumed) 
paid annually over a relatively long period 
of time. In figuring the cost of the pro- 
tection as of the end of a given period, 
account properly should be taken of the 
fact that interest could have been earned 
by the policyowner on the sums paid over 
the years as premiums had he not embarked 
on an insurance program. In the case of 
permanent insurance, this loss-of-interest 
factor is a major component in the calcula- 
tion, and its relative magnitude increases 
with the length of the period under con- 
sideration. 


serious 


The point is perhaps made clearer by 
considering a so-called investment scheme 


which was widely advertised a few years 
ago. For each unit purchased at a price 
of $1,000, the investor immediately was to 
receive an interest in an oil venture soon 
to get under way, and at the end of ten 
years was to receive a matured United 
States Government “E” Bond in the face 
amount of $1,000. Under the plan, the 
promoters agreed to purchase the E Bond 
upon obtaining the subscription money and 
simultaneously to place it in trust for the 
subscriber. The arrangement was adver- 
tised in words to the effect that “You can’t 
lose; in any event you will receive back 
the cost of your investment at the end of 
ten years.” Obviously the cost of the E 
Bond was $750, and not $1,000. If no oil 
were found and the investor had only the 
E Bond at the end of ten years, the oil 
venture would have “cost” him the $25 
differential which he could have earned by 
buying the E Bond himself. 


Applying this reasoning to the illustrative 
net-cost computation, the cost during the 
20-year period would have to be increased 
by a total of about $147.55 if we assume an 
interest rate of 3 per cent, and by about 
$210.90 under a 4 per cent interest assump- 
tion. With these adjustments, the average 
cost per $1,000 face amount of insurance 
would be respectively about $7.30* and 
$10.50° a year. To tailor the computation 
to the particular case, consideration would 
have to be given to the tax bracket of the 
policyowner. The proper rate of assumed 
interest is a rate net after taxes or, where 
it produces a higher figure, a rate for tax- 
exempt securities of appropriate maturities. 


The second source of difficulty in estab- 
lishing a meaningful computation of insur- 
ance cost is that in the case of permanent 
policies, there is an ambiguity as to what is 
meant by the amount of insurance. At any 
particular time before a policy has matured, 
is the amount of insurance the face amount 
or is it only the pure insurance ingredient— 
the face amount less the cash value—as of 
that date? It is said, on the one hand, that 
the typical man who keeps in force a perma- 
nent policy of a given face amount thinks 
ot that sum as constituting the measure of 
his insurance protection.® On the other 
hand, the sophisticated policyholder under- 
stands that the insured’s death is compen- 
sated by only the pure insurance ingredient, 





‘Calculated as follows: ($19.23 < 27.6765) — 
($371 +- $15) 20 = $7.31. 
5 Calculated as follows: 
($371 + $15) 20 = $10.47. 
6 ‘Despite a traditional desire to think so, 
few people willingly accept the common “‘low 


($19.23 X 30.9692) — 


Life Insurance 


net cost’’ selling arguments wherein guaranteed 
cash values are presumed to find their best use 
in offsetting premium costs. Practical people 
always insist that life insurance is bought pri- 
marily as a death benefit. They don’t like to 

(Continued on following page) 
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In expounding a statute, we must 
not be guided by a single sentence 
or member of a sentence, but look 
to the provisions of the whole law, 
and to its object and policy.— 
Chief Justice Taney in U. S. v. 
Boisdore's Heirs, 8 How. 113, 121. 


since the cash value was available prior to 
that event. These differing views reflect the 
previously noted dual nature of permanent 
insurance and describe it from different 
angles. The “pure insurance” approach em- 
phasizes the policyholder’s right to termi- 
nate the contract at any time by withdrawing 
value. The “whole proceeds” ap- 
proach emphasizes the total amount which 
will be available at death if the contract is 
not destroyed by surrender. 


the cash 


All net-cost computations, of the type 
reproduced by Goldberg, are based on the 
pure insurance view of permanent policies. 
This is apparent in that the portions of 
the premium payments which reflect an 
investment in cash value are excluded from 
the cost of insurance. In other words, cash 
value is not treated as insurance. 


The illustrative standard net-cost com- 
putation therefore calls for a second modifi- 
cation. The amount of insurance is not a 
constant $1,000 during the 20-year span; 
rather, it is an amount which declines from 
$1,000 at the start to $609.77 at the end of 
the period. The average amount of insur- 
ance is thus $804.88, or roughly 80 per cent 
of the full face amount. Accordingly, in cal- 
culating the average cost per $1,000 of in- 
surance, the figure reached through application 
of the standard formula should be increased 
by about 25 per cent (since it is for only 
about 80 per cent of the whole). This ad- 
justment, moreover, should be on top of 
that previously made to reflect the loss of 
interest on the policyholder’s outlays. With 
two adjustments, we find that the 
average $1,000 of insurance (not 
face amount, but amount at risk) is about 


these 


cost of 


$9.10 using a 3 per cent interest assumption, 
and about $13.10 using a 4 per cent interest 
assumption. 


But results are still not wholly 
realistic. The adjusted computation arrives 
at the annual cost of insurance by dividing 
the total cost by the number of years—here 
20—for which protection is provided. This 
does not give a true average annual division 
of the total, since it leaves out of account 
the factor that insurance is paid for year by 
year and that interest is otherwise obtainable 
on the premium payments. A more accurate 
average is that annual payment which, at the 
assumed rate of interest, will produce the 
total adjusted cost. At 3 per cent this will 
be found to be about $6.60 per $1,000 of pure 
insurance, and about $8.45 at 4 per cent.’ 


these 


As a further refinement, it should be ob- 
served that the very notion of an average 
annual cost of insurance is potentially mis- 
leading where the amount of insurance de- 
clines in amount. Such an “average” lumps 
together a larger amount of insurance for 
years when the mortality factor is relatively 
low and a smaller amount for years when 
that factor is relatively high. In a 
this average reduces different amounts of 
diverse commodities to a common denomi- 
nator. But so long as this is understood, 
there is no need to adjust further the com- 
putation itself. 


sense, 


It should be noted here that while the 
foregoing analysis of cost is based on a com- 
parison of ordinary insurance and no insur- 
ance, a similar type of analysis can be em- 
ployed to contrast the costs of a particular 
ordinary policy and a particular renewable 
term policy. For this purpose, the ordinary 
policy can be compared with a term pro- 
gram which declines in amount at the same 
pace as the amount at risk under the perma- 
nent insurance, again adjusting for the in- 
terest assumed to be obtainable by the 
purchaser through investing the differential in 
outlays. As an alternative, the ordinary 
policy can be compared with term insurance 
in the full face amount of the former, with 
an adjustment in both being made for the 








(Footnote 6 continued) 
think of measuring its cost by deducting a sum 
of money they never expect to withdraw 
People prefer the simple facts—the simpler, the 
more acceptable. To tell the average man that 
he will some day deduct the cash value of his 
insurance from his premiums is no more a 
likely fact than is the trout stream he will 
retire to on $90 a month. He knows, when you 
try to sell him insurance in the traditional 
way, that he must be prepared to pay his pre- 
miums for uncounted years to come and that 
there will be no rosy retirement rainbow for 
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him from life insurance. The simple fact is 
that the cost of living is just too high to permit 
most people to retire under present insurance 
planning."’ (D. H. Blair and Company, Inc., 
Selling Life Insurance Through Loans (pam- 
phliet).) 

*The amount of 1 per annum at 3 per cent 
for 20 years is 27.6765; at 4 per cent for 20 years 
it is 30.9692. Precalculation at 3 per cent is: 
125% of ($532.22 — 386) ~ 27.6765 = $6.60. At 
4 per cent the calculation is: 125% of ($595.54 — 
386) = 30.9692 = $8.46. 
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assumed interest on the differential in out- 
lays and for the actuarial risk that the cash 
value of the permanent policy will be “lost” 
through death.’ These two formulations of 
the comparison will produce identical re- 
sults under any given assumptions as to 
mortality rates and the rate of interest for 
investment of the differential in outlays. 


We are now ready to consider the cost of 
insurance financed through a bank loan. In 





(3) 
(1) (2) Loan 
Endof Gross Out- 
Year Proceeds — standing 
l $100,000 $ 1,272 
100,000 3,789 
100,000 6,413 
100,000 8,732 
100,000 11,189 


(4) 
¢ ‘ash 

Outlay 
$1,731 $ 

486 

379 

684 

546 


Interest 


his article Goldberg uses a basic bank-loan 
arrangement 
net outlay value is 
an unrealistic depiction of the cost of in- 
surance. 


to buttress his position that 
less increase in cash 
He reproduces, as follows, a typical 
presentation of a bank-loan plan showing 
net (if death occurs) per $1,000 of 
insurance in terms of out-of-pocket pay- 
ments, divided by the actual amount at risk, 
with the cash value being hypothecated in 
full: 


cost 


(8) 
Ve Cc st Per 
Death $1,000 if 
Benefit Death Occurs 
$98,728 $18.11 
96,211 6.72 
93,587 6.96 
91,268 11.32 
88,811 11.19 


(60) 
Total 
Outlay 
$1,788.24 
161.03 647.03 
272.55 651.55 
349.28 1,033.28 
447.56 993.56 


(5) 


57.24 





$3,826 


The 


$1,287. 


net death benefit in Column 7 is computed by deducting the loan 


- -— 


$5,113.66 


outstanding 


(Column 3) from the gross proceeds (Column 2). 


The cost per $1,000 in Column 8 is arrived at by dividing the net death benefit (Column 


7) by the total outlay (Column 6). 


“The fallacy of this net cost computa- 
tion,” that “The which 
has to be repaid (Column 3) is deducted 
both from the premium ($3,003) and from 
the insurance proceeds, so that it seems that 
the insured merely had somewhat less in- 
surance (Column 7) at a somewhat reduced 
(Column 4).” This procedure is falla- 
cious, he insists, because “the purpose for 


he argues, is loan 


cost 


which the proceeds were used does 
not reduce the original amount thereof.” To 
him the correct view is that “The insured 
simply bought $100,000 of insurance pro- 
tection for $3,003, so that his net cost was 
$30.03 per $1,000—plus interest.” 

The key to understanding bank-financed 
insurance is that the elementary loan plan, 
such as one used in the illustration, 
seeks to divide the permanent life insurance 
components—cash 


the 
package into its two 
value and pure insurance. The policyholder 
pays the lender interest to invest the funds 
which are reflected in the build-up of cash 


value, using that cash value to secure the 
lender’s investment, while the policyholder 
himself indirectly pays the balance of the 
premium (net after dividends), which 
mainder reflects the purchase of the pure 
insurance. If put 
the purchasing insurance 
under this arrangement can be readily stated. 


re- 


tax considerations are 


aside, cost of 
The cost of the pure insurance is the same 
as where the owner of the policy does not 
resort to borrowing, since directly or indi- 
rectly he pays the premium for this cover- 
The on the 
value to finance investment in the cash value 
is computed in the same 
the loan were used for 
Interest paid to the 


but against this must be set off the 


age. cost of borrowing cash 
manner as though 
any other purpose. 
lender is the gross cost; 
interest 
order to 
Where 
finance investment in the 
the bor- 
rower is the interest credited by the insurer 


earned on the borrowed money in 


arrive at the net cost of the loan. 


the loan is used to 


cash value, the interest earned by 





‘This point is more completely stated as 
follows under the level [premium] 
plan the individual pays a part of the cost of 
his insurance many years in advance and is 
credited with the interest at about the savings 
bank rate on these payments; and under 
this plan those who die in the early years of 
life make a contribution to the heirs of those 
who live through to an advanced age. Of a 
typical group insured at age thirty-five, 20 per 
cent die within twenty years. The difference 
between what this 20 per cent pay for insurance 
under a level plan and what they would pay 


under the natural premium plan is their loss 


Life Insurance 


This 


and the other policy-holders’ gain 
brings up the return on their advance payments 
for the 80 per cent who survive, from 3 or 3- 


gain 


per cent to about 5 per cent In other words 
the level premium plan offers the policy-buyer 
in early middle life, a combination of two 
opportunities: First, to buy an insurance policy 
at what is presumably a fair rate for the insur- 
ance, and second, to invest the difference be 
tween the cost of insurance and the level pre 
mium in a security which offers a 20 per cent 
chance of loss and a 5 per cent rate of return, 
if the loss does not occur."” (Hardy, Risk and 
Risk Bearing (1923), p 


255.) 
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on the investment ingredient of the policy. 
If, for example, the rate of interest charged 
by the lender equals the rate employed by 
the insurer in respect to the policy, the net 
cost of the loan so used—taxes still apart— 
would be zero. 

On this analysis it will be seen that from 
a cost point of view there may be no differ- 
ence whether investment in the cash value 
of permanent insurance is financed from 
owned or borrowed funds. Where the pol- 
icyholder invests his own funds in the insur- 
ance, he loses the opportunity of employing 
them elsewhere. Only to the extent that the 
rate for his borrowing exceeds the rate 
which he could earn on an investment of 
equivalent risk does the loan represent an 
addition to net cost. But, to repeat, any 
such excess is a cost of borrowing and not 
a cost of insurance.” 

Tax considerations alter the figures with- 
out calling for a change in the method of 
computing costs under the basic bank plan. 
To the extent that interest is deductible for 
tax purposes, the cost of interest paid to the 
lender is the cost net after reducing the pay- 
ments by the borrower’s marginal rate of 
tax.” The interest which it is assumed could 
have been earned on the premiums paid for 
the pure insurance, and on the borrower's 
own funds not invested in cash values, is 
the interest rate net after deducting his 
marginal tax rate, or the interest rate on 
tax-exempt securities of appropriate maturi- 
ties, whichever is higher. As to the interest 
earned on the investment feature of the 
policy, however, no adjustment is needed 


(3) 

Loan 

Out- 

standing 
$ 4,000 
8,000 
12,000 
16,000 
20,000 





(4) 
Cash 
Outlay 
$997* 
007* 
9907* 
997* 
997* 


(1) (2) 

Endof Gross 
Year Proceeds 
1 $100,000 
100,000 
100,000 
100,000 
100,000 


Interest 


inasmuch as this increment is not subject 
to income tax. It is this fact, of course, 
which explains much of the popularity of 
bank-plan financing of insurance. In effect, 
an interest-deductible loan is used to pur- 
chase an asset whose earnings are tax free. 

Applying this analysis, it will be seen 
that the illustrative presentation of the basic 
bank plan is not fallacious in the respect in- 
dicated by Goldberg. It is proper to isolate 
that part of the net outlay which represents 
an increase in the cash value and to deduct 
it both from the premium and the insurance 
proceeds, because only the remaining sums 
concern the insurance ingredient. The for- 
mula for computing the same 
whether or not the owner borrows on his 
policy; only the figures change, and then 
only because of tax considerations. The 
defect in the illustration is that again no 
account is taken of the interest which could 
have been earned on the net outlay if insur- 
ance were not carried. And once again the 
presentation would convey more useful in- 
formation if it also set forth the cost of term 
insurance equivalent in amount to the pure 
insurance component of the permanent policy. 

It is interesting to examine a second re- 
duction to absurdity which Goldberg utilizes 
to point up the error he believes is involved 
in computing the cost of bank-plan insur- 
ance in the usual manner. He asks the 
reader to assume that the policyholder is 
able to borrow on his insurance an amount 
greater than its cash value, as set out in 
this radically revised presentation of the 
bank-loan plan: 


costs is 


(7) (8) 
Net Cost Per 

Death $1,000 tf 

Benefit Death Occur 


$96,000 Zero 
92,000 Zero 
88,000 Zero 
84,000 Zero 
80,000 Zero 


(6) 
Total 
Outlay 
$817* 
657* 
487* 
357* 


197* 


(5) 


$180 
340 
510 
640 
800 


* Excess of loan cash received over premium and interest cash paid out. 

The net death benefit in Column 7 is computed by deducting the loan outstanding 
(Column 3) from the gross proceeds (Column 2). 

The cost per $1,000 (Column 8) is arrived at by dividing the net death benefit (Column 
7) by the total outlay (Column 6). Since Column 6 shows a negative cost at the end of 


each year, the divisor used is zero. 








* Perhaps it is easier to think about the cost 
of borrowing on an insurance policy where the 
interest rate for the loan exceeds the interest 
rate applicable to the investment component of 


the policy. Clearly the loan is a losing propo- 
sition for the borrower if taxes are left out of 
the picture. It has been observed, however, 
that ‘‘The borrowing transaction does not create 
the unfavorable situation in which the borrower 
finds himself. It merely calls attention to it 

{T]he longer one carries his policy, 
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the larger the fund which he has accumulated 
and in which he is receiving only savings bank 
interest."" (Hardy, cited at footnote 8, at p. 
269).) 

It is outside the scope of this piece to con- 
sider the extent to which interest charges under 
bank-financed life insurance are presently de- 
ductible under the federal income tax. As to 
that question, see Becker and Sloan, ‘‘Split- 
Dollar and Bank-Financed Insurance Plans,’’ 
35 TAXES 842 (November, 1957). 
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Under these circumstances he points out 
that since the outlay is zero (because the 
loan more than services the premiums and 
the interest on the loan), the cost per $1,000 
of insurance, if death occurs, is also zero. 
This, according to another 
absurdity. 


Goldberg, is 


Of course, it is absurd to state that the 
insurance costs nothing if the insured dies 
within five years of taking out the policy, 
but not for the reason Goldberg gives. 
Under his radical loan plan, the policy- 
holder not only in effect transfers the in- 
vestment in cash value to the lender, but 
also borrows an amount over and above the 
cash value, presumably on the strength of 
his personal credit. In the typical bank- 
plan illustration, the lender in effect looks 
for repayment only out of the cash value 
his investment reflects; in the extreme plan, 
the lender looks to the borrower for repay- 
ment of the 
value. For purposes of cost analysis, how- 
ever, nothing turns on whether repayment 
of the loan is to come out of the cash value, 

proceeds or the other assets in the bor- 
The net cost of 
pure insurance is not affected at all by the 
borrowing; and the net cost of borrowing 


excess of the loan over cash 


rower’s estate. a dollar of 


a dollar likewise should not change unless 
the rate of interest charged by the lender 
varies because its risk is greater where the 
loan exceeds cash value. Since the loan does 
not reduce the amount of pure 
we must agree with Goldberg that it is im- 
proper to deduct the amount of the loan 
from the insurance proceeds in computing 
But it is illogical to 
that in figuring cost, the proceeds 
should not be reduced at all under either 
the radical or the typical bank plan. In 
both cases, cash value is a proper reduction 
not because it secures a loan, but because 


insurance, 


costs. argue, as he 


does, 


it represents a reduction in the amount of 
pure insurance offered by the policy. 

how 
Goldberg makes it appear that the cost of 
insurance is zero in his extreme bank-plan 
illustration. It is not because of the loan 
at all, but because he has the policyowner 
win the mortality gamble 
death of the insured. 


On a second look, we can now see 


through early 
Only for this reason 
do the proceeds from the insurance exceed 
the total premiums and the interest paid on 
loan. 

surance this manner, need 
merely project the figures and then assume 
a longer life for 


To see the error in approaching in- 


costs in one 
the insured. 

At last I must admit to having been some- 
what unfair in my criticisms. In his piece 
Goldberg was concerned about how the ac- 
countant should approach the cost of life 
insurance. Unlike the,insurance analyst, the 
accountant is supposed to deal in absolute 
magnitudes rather 
from alternative 
cannot be 


derived 
ypportunities. He thus 


than in costs 
expected to make an allowance 
for interest which could have been earned 
under an alternative plan, or 
nent 
policy. 


price perma- 


insurance as an alternative to a term 
But even so, I have been only 
tially unfair. In most situations it 
realistic to insurance c 
naully by deducting the increase in cash 
value from the 


ing the full net 


net outlay rather than treat- 
outlay as current cost. In 
any event the reduction-to-absurdity dem- 
onstrations relied on by Goldberg to estab- 
lish the contrary this 
question of the proper accounting method. 
Instead 1 that neither 
method is adequate for any incisive analysis 


have no bearing on 


they show merely 
of insurance costs and that absurdities can 
be made to appear unless the analysis goes 
beyond the limits which the accountant can 
reasonably prescribe for his own operations 


[The End] 
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that the state court’s decree was conclusive 

in determining federal estate tax liability— 

the trust qualified for the marital deduction 
National Bank of Commerce of Norfolk z 
S., 58-1 ustc J 11,763 (DC Va.). 


et neyt? made under a lease with an 
option to buy were held to be capital 
gain income. This lease was for a period 
of about two years and the option price 
varied, depending on the date on which the 


Life Insurance 


option would 


price 


option 


ly less 


of surrounding property. 


be exercised This 
] 


than the value 
It was shown that 
at the time the lease was drawn, no sharp 


was substantia 


decline in values over the period of the 
anticipated, so the 
with the 


payments to be 


Tax Court 

and held 
capital gain 
Frank- 
Dec. 22,892(M), 


lease 
went 
these 


Was 
along 


rental 


taxpayer 


rental income. 


CCH 


income rather than 
lin Leon Alexander, 


37 TCM 221. 
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A LAWYER, who had made no capital 
IX contributions to the law partnership 
of which he was a member, died. By the 
partnership agreement, the partnership was 
to continue with the deceased partner’s 
estate being entitled to share in the income 
of the continuing enterprise for a period of 
time. 


The Tax Court ruled that the value of the 
estate’s right to postdeath partnership earn- 
ings attributable to work after the 
decedent’s death was includable in his gross 
estate for federal estate tax purposes. The 
court of appeals affirmed, but it held that 
the payment of such income was “income in 
respect of a decedent.” Furthermore, the 
right of the decedent's estate to share in 
the profits constituted a chose in action 
which from the decedent to his 
estate. We are indebted to A. Jerome Schiffer, 
an attorney in New York, for the following 
holding of the Second 


done 


passed 


comment on the 
Circuit 

“1. Case may have been decided cor- 
rectly, but the reasoning seems wrong and 
the obiter dictum, or judicial implication, 
that the income will later be taxed as 
‘income in respect of a decedent’ seems ab- 
solutely incorrect. 

“2. See IRC 691(a) and its description 
that are respect 
ef a decedent. 


of items gross income in 


‘(a) Note reference to ‘gross income of 

a decedent’ which is not properly includible 

in respect of the taxable period in which 

falls the date of his death or a prior period 
shall be included 

for the taxable year when received, of 


“(b) By implication, this re- 
fers to income earned or accrued up to the 
moment of the decedent’s death though not 
reportable because not received or because 
of the decedent’s method of accounting. 


necessary 


“3. The income which the court charac- 
terized as income in respect of this decedent 
had not even come into existence and was 
not earned until after his death. 


“4. While the right to future income 
might be estate taxable because the right 
stemmed from the decedent, the basis for 
inclusion should not be related to an income 
tax provision which merely— 


“ 


(a) Taxes income earned or accrued by 
the decedent but never reportable by him— 
and properly not reportable. 


“(b) Allows a deduction for estate taxes 
paid because the chose was includible as a 
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right to the income as such—if such estate 
tax was imposed. 

“5. If the right to future income is valued 
for estate tax purposes, it should have a 
basis as set forth under IRC 1014(a) and 
IRC 1014(b). 

“(a) No income tax until basts is recov- 
ered. 

“(b) Because the right to future income 
Was not earned or accrued or accruable 
during the lifetime of the decedent, it is not 
a 691 item. Therefore, IRC 1014(c) should 
be inapplicable.”—Estate of Charles A. Rie- 
gelman, 58-1 ustc § 11,753. 


Meetings of :ax Men 


National Association of Tax Adminis- 
trators.—The twenty-sixth annual meeting 
of the NATA will be held June 8-11 at the 
Hotel del Coronado, Coronado, California. 
Various section meetings are scheduled, 
with the one for attorneys featuring a sym- 
posium on federal property and contractors 
and the Borg-Warner and Murray Corpo- 
ration cases. 


Los Angeles Bar Association.—A panel 
of Treasury Department officials and_pri- 
vate practitioners will participate in an es- 
tate and gift tax forum before the 
Angeles Bar Association on June 12. 


Los 


The George Washington University.— The 
Patent, Trademark, and Copyright Foun- 
dation of the university will hold its an- 
nual public conference June 19-20 at the 
Sheraton-Park Hotel in Washington, D. C. 
Of special interest to tax men will be the 
discussion on “Taxation and Patents” to be 
held on June 19 at 9:30 a. m. Among the 
speakers will be Paul D. Seghers, New York 
attorney. 

University of Virginia Law School.— The 
Tenth Annual Virginia Conference on Fed- 
eral Taxation will be held June 19 to 21 at 
the law school. Topics such as income tax 
problems of trusts and estates, and current 
developments in collapsible corporations will 
be discussed, and an important speaker will 
be Arch M. Cantrall, chief counsel for the 
Internal Revenue Service. 
tire conference is $17.50. 


Fee for the en- 


University of California—The fifth an- 
nual summer legal program will be held at 
the university July 28-August 1. Of par- 
ticular interest to California tax men will 
be the courses titled “State and Local Taxa- 
tion in California” and “Principles of Tax 
Planning.” Registration fee for all courses 
is $50. 
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TRANSFEREE LIABILITY 


AFFECTS LIFE INSURANCE 
PROCEEDS 


By STANLEY P. WAGMAN 


Should life insurance proceeds be available to the Commissioner 

for the unpaid income taxes of decedents? The author feels that if the statistics 
show that an appreciable amount of annual revenue 

is not involved in transferee proceedings, then it may be well for Congress 

to limit the government's recovery to cash surrender value, 

if anything, as against beneficiaries such as widows and orphans. 


Supreme Court of the United f 1954 (1939 Code Section 311) declares the 


W ITH THE GRANTING of certiorari Section 6901 of the Internal Revenue Code 
by the J 
Ry 


states to review the recent appellate deci liability of two cl f persons—(1) 
sions of Stern v. Commissioner, 57-1 

| 9429, 242 F. (2d) 322 (CA-6), and U. S 
Bess, 57-1 ustc 99528, 243 F. (2d) 675 
(CA-3), the government's right to life insur 
inds of benefi 


ance policy proceeds in the hi 
Cciaries in satisfaction of the outstanding tax h ‘tion was incorporated in the Rev 


deficiencies of insured decedents remains a nue ‘t of 1926 because proceedings be 


hotly contested issue.’ tederal district courts in equity 


See also the recent decisions in Mary Stou- Jeromer v, U. S8., 57-2 uste § 9947, 155 F. Supp 
men, CCH Dec. 22,303, 27 TC 1014; U. S. wv 853 (DCN. Y.) 
Hoper, 57-1 ustc { 9508, 242 F. (2d) 468 (CA-7) 


Transferee Liability 385 





Mr. Wagman is a member of the 
law firm of Roberts & Holland, 
New York City. 


proved ineffective and did not work a clear 
and uniform rule regarding the liability of 
a transferee for the unpaid taxes of a 
transferor? 


Thus, it would appear that this section— 
in making statutory the liability formerly 
existing only “at law or in equity” and 
providing a method of administering and 
enforcing such liability—is an admixture of 
both substantive and procedural elements. 
Any construction that would ascribe to it 
a purely procedural or administrative nature 
would, of necessity, appear to be inaccurate. 

The transferee’s liability is based funda- 
mentally upon the existence of the liability 
of the transferor. A typical situation would 
involve an individual who transferred prop- 
erty to his wife as a gift, or who died and 
property was vested in or transmitted to 
his survivors, without having made any 
provision for the payment of his tax debt. 
Since this summary proceeding against a 
transferee is statutory, the Commissioner 
can invoke it only as regards tax liability 
of the transferor of a kind specified in the 
statute declaring the transferee’s liability 
and creating the statutory remedy. 

In order to attach equitable liability to a 
transfer of assets, it is essential that the 
transferor either was insolvent when mak- 
ing it or that his insolvency resulted there- 
from (Terrace Corporation, CCH Dec. 9941, 
37 BTA 263). The weight of authority sup- 
ports the proposition that intent to prefer 
in fraud of creditors is not an essential ele- 
ment of transferee liability. (See Pierce v. 
U. S., 255 U. S. 398; Robinette v. Commis- 
sioner, 43-2 ustc § 9683, 139 F. (2d) 285 
(CCA-6); contra, Rowen v. Commissioner, 
54-2 ustc 7 9581, 215 F. (2d) 641 (CCA-2).) 
Accordingly, a transferee is, rather, judicially 
defined as simply “one who takes the prop- 
erty of another without full, fair and ade- 
quate consideration therefor, to the prejudice 
of the rights of creditors” (Leetonia Furnace 
Company, CCH Dec. 7080, 23 BTA 979, 
987). Section 6901(h) includes within the 
term “transferee,” heir, legatee, devisee and 


distributee. The term ‘“distributee” was 
given a broadened definition by Regulations 
118, Section 39.311-1(b), as well as prior regu- 
lations (Regulations 111, Section 29.311-1), 
which has acquired the force of law (Ktefer 
dorf v. Commissioner, 44-1 ustc { 9323, 142 
F. (2d) 723 (CCA-9)). 

The Second Circuit, in Rowen v. Commis- 
sioner, cited above, made a point of stressing 
what it felt to be the two distinct questions 
presented in a controversy arising under 
1939 Code Section 311,3 and the material 
effect that such distinction could have on 
the court’s decision. This was the first time 
the point was made. A _ study of prior 
opinions indicates, to the contrary, that no 
such distinctions were theretofore made be- 
cause they were apparently not found to be 
required or correct in light of the language 
and intent of Section 6901. Instead, they 
dealt with the problem as though only one 
question were involved: Namely, is the re- 
spondent a “transferee” within the meaning 
of Section 6901(a)(1)(A) and (h)?* 


Application of General Principles: 
Proceeds Made Payable to Beneficiary 
Other Than Insured’s Estate 


Presence of “transfer” 
6901 of 1954 Code 


Estate tax analogy—Certain language in 
1954 Code Section 2042 is apparently the 
focal point about which the several bones 
of contention revolve as to whether cor- 
relative transferred asset provisions in the 
estate tax chapter are applicable to ques- 
tions arising under the income tax chapter, 
and in the construction and application of 
which the government’s analogies have 
centered. It is of the utmost importance, 
therefore, to emphasize and point out that 
the genesis of the language in Section 2042, 
for purposes of construction in regard to 
transferee liability under the estate tax 
chapter, stems from Section 6901. Starting 
with Section 6901(h), there is a two-step 
reference back, through Section 6324, sub- 
paragraph (a)(2), to Section 2042. It is 
made clear in 1954 Code Section 6901 that 
the construction and application of 1939 
Code Sections 900 and 311 were meant by 
Congress to be the same. 


within Section 





? See H. Conf. Rept. 356, 69th Cong., 1st Sess., 
pp. 42-44 (1939-1 CB (Pt. 2) 361, 371-373), ac- 
companying the Revenue Act of 1926. 

’ Namely, (1) is the respondent against whom 
the collection is attempted a ‘‘transferee’’ with- 
in the meaning of Section 311(a)(1) and Section 
311(f); and (2) is the respondent, if a trans- 
feree, ‘‘under a liability at law or in equity’’ 


386 


for the debts—including unpaid income taxes 
due and owing from his transferor? 

‘It appears that Judge Hinck’s ‘“‘two ques- 
tion’’ theory is convenient to avoid the issue— 
“is the petitioner a ‘transferee’?'’'—by going 
off on the yawning tangents of New York In- 
surance Law, New York Debtor and Creditor 
Law, and local versus federal law. 
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All Americans must keep in mind 
that our constitutional safeguards 
would have little lasting 

value in the hands of a 

subservient or timorous judiciary.— 
Attorney General William P. Rogers. 


The correlative provision to Section 311, 
Chapter 1, of the 1939 Code, under Chapter 
3, Section 900 of that Code, provides for 
the assessment, collection and payment of 
the liability of transferees in respect of de- 
linquent estate taxes of decedents. Section 
900 defines the term “transferee” to include 
heirs, and distributees, 
and a person who, under Section 827(b), 
is personally liable for any part of the tax.’ 


legatees, devisees 


Insurance proceeds with respect to which 
the decedent paid the premiums or had any 
of the incidents of ownership which were 
paid to other than the ex- 
ecutor are expressly made subject to the 
provisions for the assessment and collection 
of transferee liability. See Section 811(g). 
Treasury regulations, promulgated 
the revenue acts, state that the term “inci- 
dents of ownership” in the case of a decedent 
dying after December 31, 1947, is not to be 
confined to ownership in the technical legal 


beneficiaries 


under 


a 
sense. 


The theory of liability underlying the 
Statute and regulations is that where, prior 
to his death, a person is possessed of an 
asset subject to his control—as where he is 
possessed of the right to change the benefi- 
ciary of his life insurance in favor of his 
without having exercised 
the power, leaving an estate otherwise in- 
sufficient to estate tax liability, 
there results an equitable liability on the 
part of the beneficiary, as transferee from 
the decedent’s estate, to pay those taxes— 
that is, 
decedent to a “transferee-beneficiary” of an 
asset in the amount of the proceeds of the 
policy, thus depriving the estate of the 
benefit of those assets and the right of the 
government as a lien creditor for unpaid 
taxes thereon. The theory is manifested in 
a long line of court decisions. (See, for 
example, Chase National Bank v. U. S., 1 
ustc J 346, 278 U. S. 327; Bullen v. Wiscon 
sin, 240 U. S. 625; Chanler v. Kelsey, 20: 
U. S. 466; Newman v. Commissioner, 35- 
ustc § 9253, 76 F. (2d) 449 (CCA-5), cert. 


estate—and dies 


pay his 


there has been a transfer by the 


5’ Such persons include a transferee or bene- 


ficiary who receives, or who has on the date of 
the decedent’s death, property included in the 
gross estate under Sec. 811(g). Their liability 
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den., 296 U. S. 600; Walker v. U. S., 36-1 
ustc 99209, 83 F. (2d) 103 (CCA-8); A. 
Vurat Willis Estate v. Commisstoner, CCH 
Dec. 8070, 28 BTA 152.) 

Strong authority supports the position 
that this same theory applies with equal 
force to the assessment, collection and pay- 
ment of transferee liability in respect of 
income tax deficiencies of decedents. The 
legislative history of the sections of the 
statute involved and the explicit statements 
of Congressional intent written into House 
and Senate committee reports compel such 
a conclusion. 


Section 311 of the Internal Revenue Code 
of 1939 was first introduced in Section 280 
of the Revenue Act of 1926, c. 27, 44 Stat. 
9, 61 (as amended by Section 814(a) of 
the Revenue Act of 1938, c. 289, 52 Stat. 
447, 578, and Section 505(a) of the Revenue 
Act of 1928, c. 852, 45 Stat. 791, 870), by 
Senate Amendments Nos. 87 and 88, and 


such amendments were explained and dis- 
cussed in H. Conf. Rept. 356, 


Sixty-ninth 
42-45 
The 
intro- 
same 
same 
(page 


Congress, First Session, at pages 
(1939-1 CB (Pt. 2) 361, 371-373). 
correlative estate tax provision was 
duced in Sections 316 and 317 of the 
act, and are discussed later in the 
House conference report as follows 
50) (1939-1 CB (Pt. 2) 361, 376) 

316 and 317 of the estate tax 
title relate to the enforcement of the liability 
of transferees or fiduciaries in respect of 
an unpaid estate or gift tax and to the giv- 
ing of notice to the Commissioner by fidu- 
ciaries of the assumption of their fiduciary 
capacity. In general the discussion under 
amendments Nos. 87 and 88 is applicable in 
effect of sections 316 and 
complete discussion is 


“Sections 


explaining the 
317. Therefore a 
here omitted.” 

The Senate Report (S. Rept. 52, Sixty- 
ninth Congress, First Session, pages 28-29 
(1939-1 CB (Pt. 2) 332, 353-354) (and 
incidentally, the House conference report, 
cited above, at pages 42-45, as well), using 
the terms “tax liability” and “the tax due,” 
would not in any event appear to be con- 
fined in their particular 
kind of tax, and the explicit expression of 
intent above makes this emphatic. Sub- 
paragraph (e) of Section 900 of the Internal 
Revenue Code of 1939 was amended by 
Section 411 of the Revenue Act of 1942, c. 
619, 56 Stat. 798, to add the phrase “and 


reference to any 


extends to the value of such property at the 
time of the decedent's death. See Sec. 827(b). 
® See Regs. 105, Sec. 81.27 
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includes a person who, under section 827(b) 
is personally liable for any part of the tax,” 
and the amendment was referred to only 
briefly in the House report (H. Rept. 2333, 
Seventy-seventh Congress, Second Session, 
page 168 (1942-2 CB 372, 495)) 


“This section also makes more specific the 
definition of “transferee” in Section 900(e) 
of the Internal Revenue Code, which, how- 


17 af 
ever, 1S not all-inclusive 


Having been the subject of such summary 
comment, any construction that would now 


attribute to the amendment the force of a 
change in tl heory of transferee liability 
as outlined above, or 


as a singular expansion 


thereof as of that time, would seem unjustified.’ 
\ statement 


committe report 


more with the 


that, as is ex 


consonant 
would be 
‘itly stated in the report, the amendment 
many 
was normally considered 
been implicitly included within the 
ew of Section 900 from its very incep- 
mn 827(b) is not the correlative 
311; Section 900 is 


Section 827(b) 


‘ > 
Classes ol 


‘ 
specific one of the 


transterees that 


| 


lave 


sect 
t Section The persons 


iable under 


of the 


are only a part 
entire range of persons encompassed 
by the definition of Section 
900(e) which, as was shown, is not all in- 
Section 311(f) 


“transferees.” 


transferee in 


refers 
Thus, any spe 
other 
taken as a limitation 
Section 827(b) when 
that the 
term “beneficiary” therein 
is no more than a grammatical offspring. 
\n an ] structure of Section 
827(b) have been drafted in 
parallel construction form, having reference 

Section 81l—namely, the six classes of 
liable for the unpaid taxes of de- 
cedents are listed, and then the six respec- 
subparagraphs of Section 811 through 
this liability moves are listed. Thus, 
no special significance is to be attached to 
the mere inclusion of the descriptive noun 
“beneficiary” in the string of nouns, other 


clusive; and similarly 


to all 
cific class of 
not to be 


definitions 


ossible 
persons re ferred to in 
sections ts 
of the 


scrutinized objectively reveals 


presence ol the 


ilvsis of the 


shows it to 


persons 


live 
whicl 


™Section 827(b) 
time and is described 
House report (p. 168): 

“Section 827(b), as it now appears in the 
Code, in imposing personal liability for the tax 
refers only to transfers in contemplation of 
death or intended to take effect in possession 
or enjoyment at or after death, and life in- 
surance in favor of a specific beneficiary. How- 
ever, all the assets referred to in section 811 
are treated equally for purposes of inclusion in 
the gross estate and the holders or recipients 
of all such assets are accordingly placed on the 
same plane of personal liability for the tax."’ 
(Italics supplied.) 
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amended at the 
as follows in the 


was same 


same 


Experience should teach us to be 

most on our guard to protect liberty 
when the government's purposes are 
beneficent.—Justice Brandeis, in 
Olmstead v. U. S., 48 S. Ct. 564. 


than ] 


good drafting 
intent, stated in the com 
mittee report, that spe cific beneficiaries of 
life insurance were still included 
within Section 827(b) (a change, if 
was apparently made with regard to gifts 
causa mortis This is 
made clear in the final sentence of the com 
mittee report, paragraph cited above, mak 
ing explicit Congressional intent regarding 
treatment of Section 811 an 
the liability of recipients and holders there 
of. And we have seen that the same princi 
ples were meant to apply equally to thi 
income tax provisions (U. S. v. First Hunt 
ington National Bank, 40-2 ustc ¥ 9640, 34 
F. Supp. 578 (DC W. Va.), aff'd, 41-1 usr 
7 10,023, 117 F. (2d) 376 (CCA-4)) 

Income tax cases In 


tate tax 


to indicate in form the 


Congressional 


olicie 

policies 
any, 
wIVOS), 


inter 


versus 


the assets in 


addition to the es 
just considered, a line of 
with 
taxes of 


analogy 
transferee liability 
holds that 
retention of economic benefits and control 


decisions dealing 


for income decedents 


death 


of the proceeds by the insured until 
results in a transter of 
the named beneficiary at 
R. Kieferdorf, CCH Dec 
aff'd, 44-1 { 9323, 
(CCA-9); Florence Pearl q 

14,136, 4 TC 34, aff'd, 46-1 ustc 7 9151, 15: 
F. (2d) 560 (CCA-3); Christine D. Muller, 
CCH Dec. 16,354, 10 TC 678; U. S. v. God 
dard, 53-1 ustc $9102, 111 F. Supp. 607 
(DC N. Y.); Eleanor Neely, CCH Dec. 
17,135(M), 8 TCM 698: Marjorie U. Sulli 
van, (CCH Dec. 17,436(M), 9 TCM 2; U. S 
wv. New, 54-2 ustc J 9474, 123 F. Supp. 312 
(DC Il.); Ruth Halle Rowen, CCH Dec 
19,151, 18 TC 874. Contra, Rowen v. Com 
missioner, cited above; Tyson v. Commissioner, 
54-1 212 F. (2d) 16 (CA-6).°) 


those proceeds 
death. (See May 
13,044, 1 TC 772 
142 


USTC 


ustc ¥ 9353, 


*Since Rowen v. Commissioner, cited above 
analysis of the problem of transferee liability 
has seemed to lag in the considerations of the 
appellate courts, and they have tended, rather 
to rely upon the Rowen decision—especially 
with regard to the ‘‘State v. Federal law’’ issue 
discussed therein—to develop a rapidly growing 
body of conflicting authority. See U. S. v. Neu 
54-2 ustc § 9706, 217 F. (2d) 166 (CA-7), rev'g 
54-2 ustc § 9474, 123 F. Supp. 3l2:and U. S. v 
Truax, 55-1 ustc { 9486, 223 F. (2d) 229 (CA-5) 
cf. U. 8S. v. Behrens, 56-1 § 9294, 230 F 
(2d) 594 (CA-2) 


UsT\ 
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In affirming the decision below in Ktefer 

dorf, the Ninth Circuit Court of eals More and more people are beginning 
pointed to the definition of “transferee” to realize that they need 
contained in Regulations 94, Article 311-1, insurance, and that you can't 
promulgated under the Revenue \ct ot accumulate money under our 

high tax sfructure.—Robert Slater, 
tees,’ and that the enactment of subsequent vice president of the Jolin Hancock 
revenue laws following this broad interpre Mutual Life Insurance Company. 


I 


1936, as amplifying the statutory definition 
by including “all other classes of distribu 


tation gave the definition the force of law 
Cherefore, the court found that the order 


by which the proceeds were set apart 


idow was a transter to her within th 
lreasury regulations. In the support « 
opinion, the court cited Loe M 
Peyton, CCH Dec. 12,041, 44 B 
hich held it immaterial that the petit 
that case was a special beneficiary 
hat the residuary estate was more tl 
nough to pay the income tax outstanding 
e the petitioner received a | 
be calne liable as a 
court also was 
its Opinion to cases such 
z aughan, 50 S. W. (2d) 907 (Tex.), 
the effte ct that a State, under the guise 
an exemption statute, cannot isolate asset 


e hands of a transferee trom the claim 


in tl 

of the United Sta as a creditor for unpaid 

tax liability. Thus, tl 

note, even the n, the likelil ood of suc 
d 


court was quick 


tice being institute by 


latures and the unfavorable 
be taken thereto 

\ clear understanding of tl 
the transterred-asset provisions bh 


lat an 
entry 


50, being 


++ 
t 


with, as expressing a 
the court to limit it ion the cas] Revenue 


surrender value of the policies involve 


apparent] 
would be erroneous | tatute fixes trans det 


the assets 


Federal In 


itered, wi 
9 1 1 
s tax liability 
1 
penel 
proceeds 
53.39, page 


Is the am 


’See H. Conf. Rept. 356, cited above, at 
to accompany the Revenue Bill of 1926 
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Today the peoples of the world know 
us best by our guns, our money and 
our physical power. They must 
come to know us preeminently for our 
espousal of the rights of man.— 
Justice William O. Douglas. 


i eet 
pany 


neither 


to the effect that an insurance com- 
under a settlement option contract is 
transferee, trustee nor beneficiary 
and, therefore, not liable for the decedent’s 
lo the same effect, see Equitable Life 
United States, CCH Dec 
Che essential emphasis 
control of the decedent 
over the proceeds of the life insurance 
up to the time of his death and the 
operative effect of this control over their 
disposition, manifesting itself even after his 
death, is demonstrated by the fact that the 
estate tax in re life policies, which give the 
insured the right to change the beneficiary, 
is not a tax on policy proceeds or upon 
the interest to which the beneficiary suc- 
ceeded at the insured’s death, but upon the 
right of disposition and control which the in- 
sured had at death (Newman v. Com- 

| 35-1 ustc § 9253, 76 F. (2d) 449 


puusstoner, 
(CCA-5), cert 296 U. S. 600). 


taxes 
Assurance Society of 
19,303, 19 TC 264. 
real 


on the very 


policy 


his 


den., 


An entire body of law regarding trans- 
feree liability seems to have been by-passed 
to arrive at the result reached in the Rowen 
decision. For example, in Chase National 
Bank vw. U. S., cited above, the Supreme 
Court considered a forerunner of Section 
811(f) of Internal Revenue Code of 
1939. In rejecting the taxpayer’s argument 
that her interest in the proceeds of the life 
insurance policy was transferred from the 
insurer and not the decedent, and that, 
therefore, there was nothing to which a 
transfer tax could apply, the Court illumi- 
nated the various facets of the life insurance 
contract relation and magnified them for 
closer inspection, giving full credit to the 
light cast by each as reflecting a part of the 
whole bundle of valuable rights which 
constitute the property of the insured and 
from which follows the necessary conclu- 
sion that life insurance proceeds are prop- 
erly a subject of provisions relating to 
transferred assets. A like or similar result 
was reached by the Second Circuit in 
Levy's Estate v. Commissioner, 1933 CCH 
{ 9311, 65 F. (2d) 412, 414-415, and Helver- 
ing v. Revbine, 36-1 ustc § 9220, 83 F. (2d) 
215, and by the Sixth Circuit in Brown v. 

It was early held that the beneficiary was 
not entitled to any part of the proceeds where 


390 


the 


Commissioner, 38-1 ustc 9178, 95 F. (2d) 
184. (See also Heiner v. Grandin, 2 ustc 
7 580, 44 F. (2d) 141 (CCA-3), aff'd upon 
reargument, 1932 CCH 49158, 56 F. (2d) 
1082 (CCA-3), cert. den., 286 U. S. 561; 
Liebes v. Commissioner, 1933 CCH § 9188, 
63 F. (2d) 870 (CCA-9); Cook v. Commis- 
sioner, 1933 CCH 9505, 66 F. (2d) 995 
(CCA-3); Scott v. Commissioner, 1934 CCH 
7 9104, 69 F. (2d) 444 (CCA-8); Igleheart v. 
Commissioner, 1935 CCH § 9395, 77 F. (2d) 
704 (CCA-5).) 


Resting upon the parallel development of 
the transferred assets provisions under the 
estate and income tax chapters in the Code, 
it would seem that if the termination of the 
power of control over insurance policies 
by the death of the insured results in a 
for estate tax purposes, it must 
necessarily follow that the circum- 
stance also effectuates a transfer from the 
insured for purposes of Section 311 of the 
Code. 


transfer 
same 


A similar comparison may be made with 
those situations in which the reservation by 
the settlor of the power to revoke or to 
alter or amend the trust results in the 
inclusion of the trust corpus in the settlor’s 
estate (Reinecke v. Northern Trust Company, 
1 ustc § 347, 278 U. S. 339). This conclu- 
sion is bolstered by the fact that the bene- 
ficiary of a policy of insurance wherein the 
right to change the beneficiary is reserved 
by the insured has no vested right therein, 
but only an expectancy or mere inchoate 
right (Supreme Council of Royal Arcanum 
v. Behrend, 247 U. S. 394; Mutual Benefit 
Life Insurance Company v. Swett, 222 F. 200 
(CCA-6); Morgan v. Penn Mutual Life In- 
surance Company, 94 F. (2d) 129 (CCA-8); 
Vutual Reserve Fund Life Association v. 
Cleveland Woolen Mills, 82 F. 508 (CCA-6); 
Reid v. Durboraw, 272 F. 99 (CCA-4); New 
York Life Insurance Company v. Cook, 237 
Mich. 303, 211 N. W. 648; Fischer v. North- 
western Mutual Life Insurance Company, 267 
Mich. 6, 255 N. W. 337; Golembieski v. 
Golembieski, 305 Mich. 160, 9 N. W. (2d) 44). 


In determining the existence of transferee 
liability, the question of the insured’s in- 
solvency is often raised. The theory urged 
in that regard is that creditors are entitled 
to recover only the amount expended by 
the insured for premium payments when he 
was insolvent plus interest, and that the 
balance of the proceeds belonged to the 
beneficiary. (See, for example, Barbin v 
Moore, 85 N. H. 362.) 


the premiums were paid by the insured while 
he was insolvent. 
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The number one economic problem 
of this country is 

wage inflation, rooted in the 
excessive monopoly power of unions. 
—T. O. Yntema, vice president of 
the Ford Motor Company. 


there may be some merit to this 
theory, it would seem to be largely unwork- 
able and not in conformity with leading 
opinions to the effect that it is unnecessary 
to determine whether the premiums were 
paid when the insured was insolvent (Davts 
Modern Industrial Bank, 279 N. Y. 405), 
and that liquidation of assets over a period 
of time is to be treated as if it occurred at 
and the Commissioner need only 
ultimate insolvency of the trans- 
feror at the conclusion of the liquidation 
(Borall Corporation 
9262, 167 F. 
It would follow, 
distinguish the 


me time 
| \ 
show the 


v. Commtsstoner, 48-1 
(2d) 865 (CCA-2).” 


attempts to 
cited above, 
on the grounds that the premiums were paid 
time when the 


USTC 


1 


then, that 


Pearlman case, 


insured 
should not be effective. In this regard, the 
lax Court explained the Pearlman case i 
its memorandum Marjorie I 
Sullivan, cited above, as follows: 


at a was insolvent, 


n 


decision in 


Ky the policies had been assigned to 


his insolvency and it 


prior ¢ 
Oo oO 
1OT [ 


the decedent 
reasonable ti 


miums had been paid by 


is, therefore, assume that pre- 
him both before 
and after insolvency. Indeed the major por 
tion of the premiums may have been paid 
while he was solvent, so far 


as the Opinion 
} 
the] conclusion 


widow was liable as 


[Th refore 


reveals € 
Court, that the 


of the 
under the 


transteree revenue act, 


appear to depend upon the payment of 
miums while insolvent.” 

™ But cf. W. Cleve Stokes, CCH Dec. 20,177, 
31 TC . No. 89, holding that the mere fact 
that the transferor was insolvent at the end of 
a particular year does not establish insolvency 
when the transfers were made during the first 
half of the year, nor would it establish that the 
making of any such transfer caused insolvency 

% See, for example, Eleanor Neely, cited above 
(which cannot be distinguished from Christine 
D. Muller, cited above), where there was every 
indication that premiums were paid while the 
insured was solvent, but where the estate was 
left insolvent when the proceeds were given to 
the beneficiary and not applied to the general 
fund of the estate: Marjorie U. Sullivan, 
cited above (where the insured was solvent and 
the estate was insolvent at the time of death, 
and nothing but the diversion of the proceeds 
to the beneficiary could have caused the insol- 
vency of the estate); Christine D. Muller, cited 
above (where there was no indication as to 
whether the premiums were paid while the 


asset 
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rule of thumb to be 
is that when in- 
solvency of the deceased insured’s estate is 


a result of the 


best 
decisions ” 


\pparently the 
drawn from the 


4 1 
diversion of the 


proceeds ot 
which the in 
sured had control until death, to 

beneficiary other than the con 


life insurance policies, overt 
a spe cial 
imingled 


fund of the estate, a basic requisite of trans- 


asset 


feree liability has been satisfied, whether or 
not the insured was insolvent 
for the premiums or at the 
death.” 

Applicable law governing question of 
transferee liability: federal v. local. — Al- 
though it has that it 
duction of 


Act of 
ity under 


when paying 
time of his 


been stated 
meant, through the intr 
280 to the 


Was not 
Section 
1926, to change 

a 99 14 
existing law, 

as arisen as to just what 

It has been urged on various 


» ‘ 
Revenue 
‘ 

i 


transferee liabi 
some i 


i 
question | 
law that was 

and the view recently re- 


occasions, was 


aftirmed in Rowen ocal state law was 
meant to govern the question of transferee 
liability However, it would appear from 
the » discussion in H. Conf. Rept 
356, cited above, at pages 42-45 (explaining 
Senate Amendmen No 87, added 
Section 280 to the t), that the “‘exist- 
ing law” referred t quite to the con- 
ec'utable law, 


iat had 


whi 


c 
} 
I 


trarv, the neral body of 


transtere 


not exclusive, and the government may still 


insured was solvent or insolvent): and John 
Hancock Mutual Life Company wv 
Helvering, cited above (where insured was in- 
solvent at all times) And com > U. S. Uv 
Steele, 39-2 ustc © 9T0T (DC N. Y.), where there 
were no facts regarding the insolvency of the 
insured, and one can well assume that payment 
of the pri did not render the estate in- 
solvent 

1% Compare H. Conf. Rept. 356, cited above, at 
p. 43, where, in describing the trust fund theory 
of transferee liability it is stated that 

‘‘Regardless of insolvency the same doctrine 
applies in case of the transfer of assets of a 
taxpayer who has died since the transfer 
without making adequate provision for tax 
liabilities.’ 

'H. Conf. Rept. 356 


Insurance 


ceeds 


cited above, at p. 43 
And see Phillips v. Commissioner, 2 ustc © 743, 
283 U. S. 589: Phillips-Jones Corporation v 
Parmley, 37-2 { 9573, 302 U. S. 233 
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proceed by a suit in equity in the 

court (Letghton v. U. S., 3 
© 1107, 289 U.S. 506; Phillips-Jones Corpora- 
tion v. Parmley, cited at footnote 14, at 
presumably the problem 
handled in 
applicable law 


USTC 


37), where 
handled as it has been 
Manitfestly, the 


the same regardless of the par 


ure chosen by the 


government. 
“Other than the 


e is no source to which we 


statement that 


pertinent authority,” 
See Pearlman v. (¢ 


page 562 


appears 
OMTMILS 


one writer ” that 

at local law was 

on of trans 

uld pass legisla 

the ability of 

States as a 

assets into the hands of 


1 
} 


state 


1 
icss 


legislation 


id suc 
ng more nor than “ex 
which would not bind 
(See Vay R 


later case 


ition 
vernment also 
above.) In a 
above, at 


that 


ner, cite d 


Vas expressed 
its taxing laws 
of the federal gov 


making of contracts, and 


checks and warrants in pay 


which 
held that 


obligations, 
Court has 


does not control.” 


matters in 
recently 


urt reflected with 
that no 


found in the cas« 


appat 
conclusive au 
s decided 
urts of appeals and that th 
iad noted and reserved the 

hs v7. C onmnnisstones ‘ited at 
the court 


Was emphatic in 


on principle the question seems 


be answered without refer 
] 
| 


law limitations. And it ex 


the circuit cou 
paze 562) 


st recent decision upon the point 


is the Second Circuit where it is squarely 
held after thouvhtful consideration, that tl 


% John Crosby Pyle, Jr., ‘‘Liability of Insur- 
ance Proceeds for Unpaid Income Taxes of De- 
cedents,’’ 31 TAXES 183, 187 (March, 1953) 

'® That Court did hold, however, in Phillips- 
Jones Corporation v. Parmley, cited at footnote 
14, that the right of a transferee who has paid 
the tx ontribution from other transferees 
(p. 236) ‘‘arises under the general law.”’ It 
would seem to follow, a fortiori, that the obli- 
gation of a transferee to the government also 

arises under the general law."’ 
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Inflation begets boom, boom begets 
recession and recession begets 

the demand for more inflation.— 
The Guaranty Survey. 


question is one of federal law [Com 
Union Telegraph Com 
pany, 44-1 uste § 9254, 141 F. (2d) 774 
(CCA-2).] The Seventh held 


the same way in a cast was 


musstoner wv. Il estern 


Circuit has 
where the law 
Commissioner a 
€ 964, 59 
decision in the 


that state law 


being urged by the 
Commissioner v. Keller, 3 
* (2d) 499 (CCA-7).] One 
‘ifth Circuit has 
trols 


USTC 


| 
I 
I 


said con 


relying upon the earlier decisions in 


Second Circuit, now superseded 
Vattonal Bank 
misiana v. U. S., cited above.] 
Sixth [Eighth] Circuit has said 
governs, relying upon authorities which do 
in point 


9374, 134 F 


Shiu e7 ep ri 
And the 


state law 


not seem to us to be 
v. Helvering, 43-1 ust 
538 (CCA-8).]” 
In Commissioner v. Western Union Tele- 
graph Company, cited above, at pages 777-778, 
Judge Augustus N. Hand explained that the 
decisions in the earlier Second Circuit cases, 
relied upon by the Fifth Circuit in Exchange 
National Bank of Shreveport, Louisiana v 
U. S., cited not opposite to 
questions of transferee liability for federal 
purposes. Judge 
wrote the opinion in the superseded Hatch 


above, were 


income tax Swan, who 
and Harwood“ cases, wrote a summary and 


grudging concurrence yielding to the will 


of his brothers on the bench in overruling 
he latter cases. (Page 779.) It should be 
noted that in the Hatch and Harwood cases 


the question was said, rather than ¢ 


+ 


mcluded, 
be settled by municipal law, and Judge 
Hand 


reservation of the 


caretul to note his 


point in his concurrence 


learned was 


in the latter opinion. It is therefore plain 
that the Exchange National Bank of Shreve 
port, Louisiana case, citing the superseded 
Hatch 


holding 


and Harwood cases to support its 


under similar circumstances, rests 


on very shaky ground and should be re 


appraised.” 


Hatch v. Morosco Holding Company, 
7 739, 50 F. (2d) 138 (CCA-2); 
Commissioner, 3 ustc ©1199, 68 F 

CCA-2) 

‘It is also of interest to note in the Hatch 
case, although the leasehold had an appreciated 
value in the hands of the transferee, the trans- 
feror making all rental payments, that he was 
still accountable as ‘‘transferee’’ to the full 
extent of the economic benefits transferred and 
not its value in the transferor’s hands 


Inc., 
Harwood 


2 ust¢ 
o (2d) 12 
{ 
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The Western Union Telegraph Company 
case, on the other hand—involving proceed- 
ings by the Commissioner under Section 311 
of the acts of 1928 and 1932 against share 
holders of a lessor corporation for its unpaid 
income taxes on the theory that payments 
made to the shareholders under the lease, 
which provided that the lessee was to guar 
antee and pay an amount equivalent to a 
specified percentage on the capital stock of 
the lessors and that these rentals should be 
distributed directly by the 
the stockholders of the 
tion to stockholdings, 


lessees among 
propor 
made them lable as 
strong support to the 
proposition that only the general law as 
developed in the federal courts can properly 
5 nsidered in determining questions aris 


transferred-asset 


lessors in 


transferees—gives 


ing inder the provisions 


of tue Code. 


The central theme in this concert of con 
fusion as to the applicability of federal or 
local law to federal tax questions, presented 
in Bots v. Helvering, cited above, 
up by Rowen, originates in the keynote 
Spindle v. Shreve, 111 U. S. 542, 
which from all appearances, should be played 
in a far different register than that to which 
it has transposed. No federal tax 
question involved in the Shreve case 


and taken 


decision, 


been 
was 
The far-removed question there considered, 


one of conflict of law in the 


rather, was 


field of trust administration, and the familiar 


principle that the law of the situs of the 
corpus was to govern was expressed. 


This decision then appeared in Commissioner 


36-1 ustc 9231, 83 F. (2d) 655 


(CCA-7), rev'd, 37-1 ustce § 9083, 300 U. S 


5, which certall 


involved the validity of 


assignments of trust income. The specific 


question was the res judicata effect of a prior 
bar, in 


judgment on the question at 


of intervening decisions altering the con- 


struction of the Illinois law as applied in 
In the earlier case, 
held that under 


Was a spendthrift 


those prior proceedings. 

the Seventh Circuit had 

Illinois law, the trust 

(and the income, therefore, was tax 

It cited the 
} 


decision t 


trust 
able to the plaintiff-assignor). 
Shreve case to support its lat 
than other 
governed the question of trust classification. 


the 
rie 


Illinois law, rather state law, 
The Supreme Court merely held that 


earlier decision, so far as tt was found that 
cal law was determinative of any materia 
ersy, could not be res judicata 


point in contro cal 
ted ral 


The question as to precedence of 
over state law in resolving federal tax ques 


tions never arose. 


Transferee Liability 


The United States must be prepared 
for a long-term rise in defense 
demands. These demands must be 
determined upon their merits in 
terms of military and 

diplomatic strategy, rather than by 
their effects upon the economy or 
by the availability of governmental 
revenues to support them.— 

Joint Economic Committee. 


r vw. Helvering, 4 1 { 


Freule 
S. 35 


1213, 291 
, cited in Bots, involved «he question 
of measuring the income of tr st property 
undet 219(d) of the t#evenue Act 
yt 1921, which specifically state d that there 
| 


should be included in computin s 
tl 


sector 


net income 
of each beneficiary lat part cf the income 
of the estate or trust for the taxable vear 
whicl | 
beneficiary, 

will made nm 

of California, 
assets, but the 


trustee should hay 


State 


before distributing divider 


And the Suprem 


necwar4ry 
to be “an Order” witl 


+ 


revenue act The decision 
naturally trom 

statute and 
question 
tion 311 c¢ 


from all 


uniform bod 


trusts, alike, 
the State law 
distribute 


asset 





when the shares were issued 
liable as a transferee for corporate 


(See Botz v. Helvering, cited above.) 


entered into 


was 
taxes. 


Measure of Recovery: 


Proceeds v. Cash Surrender Value °° 


It should be noted at the outset that the 
subject of life insurance proceeds, and the 
attendant widows and orphans, is ripe for 
the application of equitable principles. This 
attitude of the courts to shelter the proceeds 
of life insurance policies at all costs has 
been recognized by legal writers in anticipa- 
tion of the foreseeable surprise and contro- 
versy that will result from many such 


decisions. 


Thus, in Tyson v. Commissioner, cited 


above; the court said (at page 18): 

“We believe the law should protect from 
the claims of creditors, and the United 
States is a creditor, the insurance taken out 
by a husband where a wife is named bene- 
ficiary 7 

Most life policies, especially in later years, 
stipulate that if the policy should be in 
force for a given number of years—usually 
three—there shall be paid to the insured 
a certain amount upon his surrendering the 
policy for cancellation. The amount of sur- 
render value offered is based on the reserve 
value of the policy at the time of surrender 
(and it is plain that the insurer could well 
afford to pay to the insured the entire re- 
serve value of his policy in consideration of 
the surrender for cancellation). But inas- 
much as the insurance companies desire to 
discourage surrender of policies so far as 
they can equitably do so, the cash surrender 
value fixed upon a policy is usually set at 
a considerably lower figure than that which 
would be established by its reserve value. 
It seems that in the absence of a specified 
promise to do so, the insurer is under no 
obligation to pay any portion of the reserve 
value of a policy upon its surrender, where- 
as the reserve fund is the accumulated fund 
consisting of portions of premiums received 
each year set aside to measure the ability 
of the insurer to keep his promise for pay- 
ment (Vance, /nsurance (Second Edition, 
1930), pages 54-56). 


” For excellent background material concern- 
ing nonforfeiture and cash surrender values of 
life insurance policies, see 4 MacLean, Introduc- 
tion to Life Insurance, pp. 70-84. 


*2 Appleman, /nsurance 
Sec. 1341, p. 791: 

“The courts have considered that the purpose 
of life insurance is to provide for the mainte- 
nance of those surviving the insured and de- 
pendent upon him. Consequently, one of the 
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Law and Practice, 


Only where the terms “reinsurance re- 
and “surrender value” each referred 
to actual net value of the policy, and both 
were computed on the basis of the Ameri- 
can Experience Table of Mortality, were 
they held to be synonymous. In thus com- 
puting surrender or reserve Values, it is 
necessary to consider: (1) period the policy 
has run; (2) the amount of the premium 
paid in; (3) age of the insured; (4) prob- 
ability of continuance of life (as shown in 
mortality tables). However, in computing 
cash surrender value, as the term is com- 
monly used, amounts paid for disability 
benefits are excluded (Appleman, /nsurance 
Law and Practice, Section 1764, page 386).” 


serve” 


It cannot be denied that a life insurance 
policy is property within the purview of the 
tax statutes (Charles C. Parsons, CCH Dec. 
18,082, 16 TC 256, 260). (See Lucas v. Alex- 
ander, 27 F. (2d) 237 (CCA-6).) And since 
cash surrender value is not accepted as a fair 
measure of the value of a life policy in the 
insured’s hands in other areas where such 
a value is material, it is not likely that a 
satisfactory justification can be offered why 
the reasoning behind its rejection there should 
not apply with equal force for purposes of 
transferee liability under Section 6901 of 
the Code. For example, the Supreme Court 
early set down the rule that in the case 
of taxation of net gain or loss on policy 
proceeds, the fair cash value of a policy at 
the time of transfer is its reserve value 
rather than the cash surrender value (Lov- 
ell v. St. Louis Mutual Life Insurance Com- 
pany, 111 U. S. 264; Lucas v. Alexander, 
1 ustc § 403, 279 U. S. 573). Moreover, it 
been intimated that if the difference 
between such surrender value and the re- 
serve value were shown in evidence, it would 
be allowed as a deductible loss (19 Apple- 
man, Insurance Law and Practice, Section 
10885, page 463). 


has 


Similarly, although the test of value of 
insurance policies transferred as gifts was 
for a considerable period of time taken to 
be their cash surrender value, the uniform 
rule at this time is that the replacement 
costs of such policies after the date of gift 
determines the amount of the gift. Such 

(Continued on page 462) 





most popular indoor sports among jurists is to 
find new reasons for this rule.”’ 

See, also, MacLean, work cited at footnote 19, 
at p. 64, with respect to Sec. 116 of the New 
York Insurance Law 

*t Clearly, these latter amounts have been in 
no lesser degree diverted from the benefit of 
creditors and are no less rights accruing to the 
benefit of the insured under the insurance 
contract as any other property rights. 
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what 


bax onan fal 
tax man?) 
should know 
about 
percentage 
depletion 


By F. J. BLAISE 


N 


SS 


Gi 


In view of the denunciation and unfavorable publicity received 

by percentage depletion in recent years, the author feels that it seems 
not only desirable but essential that the public 

be enlightened and informed of the arguments for, as well as those 
opposed to, percentage depletion for oil and gas wells. 


} YR 31 of the 44 years during which we 
have lived with the federal 

the taxing statutes have provided for a 
deduction, generally known as 
depletion,” in computing the taxable net 


income 
“percentage 


income from oil and gas wells. For at least 
24 of those 31 years, this deduction has been 
labeled a “loophole” or some other form 
of unconscionable deduction by some of the 
top echelon in the Executive Department, 
by certain members of the House and 
Senate, and by many other supposedly well- 
informed persons. 


In determining 
business 


the net income of any 
any particular year, income 
must be charged with the proportionate part 
of the capital used in the business and 
consumed in operations. The for 
capital consisting of physical property, such 
as a piece of machinery which wears out 
with called “depreciation.” The 
charge for capital consisting of a natural 
resource, such as a mine or oil or gas well 


for 


charge 


use, is 


Percentage Depletion 


tax, 


which is being exhausted by production, is 


called “de ple tion.” 

For accounting purposes, the annual charges 
for depreciation and dey] usually 
with 


yletion are 
based upon the cost of the 
the result that the 


charges over the useful life of the 


property, 
annual 
property 


7 1 
te af the 
te of th 


aggrega 
will equal its original cost. In the case of 
property subject to depreciation, this ac- 
counting procedure will for price 
changes due to inflation) permit the replace- 
ment of the original 
worn out. 


(except 


property when it has 


A natural resource, however, 
lever be replace d once it has been exhausted 
through production 
found and the cost of acquiring a new de- 
posit may be many times the of 
old deposit. The aggregate of the charges 
for depletion during the life of the original 
deposit will therefore not necessarily equal 
the cost of a new deposit. 


rce can 


A new deposit must be 


cost the 


When income tax rates skyrocketed dur- 


ing World War I, Congress gave recogni- 
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The author is assistant 
secretary-treasurer and manager 
of the Income Tax Department, 
The Pure Oil Company, Chicago. 


value 
gas deposit do not necessarily 
that it 
income of the 
than the in- 

4 the purchaser of a proven field. In 
Revenue Act of 1918 he appendix 
Congress provided 

could 


hat the cost and the 
relationship and was in 
unfair to tax the 
f an oil field more 


{see 
theretore 
il deposit 
deduct 
deposit as of the 
than upon 


rer of an 
pletion ion upon the 

rie deposit rather 
he deposit. This so-called “dis 
was i 
hen it was superseded by “per- 


on” provision effective 


provisions of 
ral income tax law permit taxpayers 


reentage de pietion 


trom gross income to compen 


the depletion or the exhaustion ot 


ral resource through production. In 


1 gas wells, the deduction 


oil anc 

per cent of the gross income from 

oduction from each property, limited 

cent of the net income from the 

but in no case less than depletion 

am 0 
pon 


he cost of the property It 


to income from other phases 


industry, such as transportation, 


marketing 


fort to reduce the pet 


‘tion was made in 
a subcommittee on tax revision, 
ry the House 


Means Committee to investigate 


chairman of the 
preventing tax avoidance, recom 
temporary reduction of 25 per 
leductions for depreciation and 
the ensuing three-year period 
ise of furnishing 
The subcommittee’s 
report apparently did not consider the elimina- 

ot pe The recom- 

lation of the subcommittee was opposed 
by the Department as being in- 
herently and possibly unconstitutional 
Department 


temporary 

revenue 
rceentage depletion. 
men 
Treasury 
unfair 
however, 
recommend the complete elimination of per- 
depletion. The Depart- 
ment’s proposal was not accepted by Con- 
gress and the Revenue Act of 1934 continued 
to provide 


The Treasury did, 


centage Treasury 


ior percentage depletion for oil 
and gas wells 
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On June 1, 1937, the President trans 
mitted to Congress a report of the Secretary 
ot the 
ot income tax evasion 


lreasury dealing with the prevention 
In that report, aftet 
enumerating a number of alleged tax evasion 
devices, the Secretary of the 
said that in 


cases Of moral fraud there 


or avoidance 
those 
were three other 
major instances in which the law itself pet 


lreasury addition to 


mitted some taxpayers to avoid their equitable 
The 
these three major instances was percentag¢ 
depletion, which he 


share of the tax burden first one ot 


said was “perhaps the 


most glaring loophole in our present rev 


enue law 

After 
the Congress, on June 10, 
(No. 155) 


Joint Committee on Tax Evasion and 


President's 


1937, 


receiving the message, 
passed a 
establishing a 


Avoid 


outlined 


joint resolution 


+ 


ance to conditions 


of the Trea 


investigate the 
in the letter of the Secretary 
The 
thoroughly reviewed by the joint committe: 
which did not I 


recommend any changes 
the existing provisions of the tax law 


sury 


subject of percentage depletion as 


Percentage Depletion 
as Loophole 


When applied to a 


laws, the 


provision of the tax 
“loophole” implies that a 
benefit is being obtained which was not 
intended by the C i that 
first public de- 
depletion as a 


term 


ongress in enacting 


provision since that 


Ever 
nunciation of 
“low yphe le,” 


percentage 
successive Congresses were urged 
to eliminate the provision, or at least t 
lime after time during the 
bills have introduced 


House and the Senate proposing the 


reduce the 
past 20 


, 
in the 


rate. 


years, been 


elimination of percentage depletion or a 
reduction in the rate applicable to oil and 


Sas Each 
on the 
Democratic and Republican, have refused to 
alter the provision. 


time, after extended hearings 


subject, successive Congresses, both 


Chere can be no doubt that the benefits 
obtained from the percentage depletion pro- 
vision of the tax law were benefits that 
intended to grant. There are 
many activities which, for 
policy, receive 


Congress 
reasons of public 
special tax treatment. The 
test for granting or continuing such special 
tax treatment is the benefit to the nation as 
a whole, rather than the benefit to the 
recipients. Percentage depletion benefits the 
nation by making it militarily and economically 
and therefore Congress has acted 
wisely in refusing to eliminate or reduce 
the benefits which may inure to the recipients. 
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Proved reserves of crude oil 

and natural gas liquids increased 
from an average of 16.7 billion 
barrels in the period 1936-40 to an 
average of 34.0 billion barrels 
during 1951-55 (a gain of 104 per 
cen!).—American Petroleum Institute. 
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high rank and th 


persons oF high 
has receive 


publicity it 
it seems not only de 
essential that the public be enlig! 


irrmed of the arguments for, 


\ healthy oil industry, providing an adequate 
and dependable supply of crude petroleum, is 
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Percentage Depletion 


companies ; will lessen the number of operators 
engaged in the search for oil; and will not 
decrease the over-all industry deduction for 
depletion, but merely transfer part of tl 
deduction the pur- 


chasers of the properties 


from the discoverers to 


Competition is greater in the oil and gas 
producing business than in most other in 
dustries, and average profits in the oil in- 
dustry 


profits of other 


are no greater than the average 


industries 


Even with the benefits of percentage de- 


‘letion, the oil industry 
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TO NATIONAL SECURITY 
An ample leum pre 


available to the United St: and 1 


supply 


ts allies, 


| } 
and an inadequate su Vom he control ot 


+ 
} 


enemies, was probabiy the 


World W 


tactor 
More 


Ipp by 


Major 


ars I and II 


in deciding 
than hi 
United 


le ‘ s 


mechanized 
| 


ivisions, Or of t In trl and 


considered mili 


397 


l scientific 


capacity, 





Underground reserves cannot be 
produced at any desired rate. If 

the rate exceeds a given level, the 
total ultimate recovery from a 

field will be significantly less 

than if a more moderate production 
rate were used. experience has 
shown that an average production 
rate of 9 percent of reserves can be 
safely maintained.—Scott C. Lambert, 
Standard Oil Company of California. 


tarily strong if it does not have an ample, 
available and dependable supply of fuel suf- 
ficient to permit its planes, ships, tanks and 
trucks to transport its manpower or to 
enable its industrial capacity to function 
efficiently. 

The Defense Department has estimated 
that in the event of a long drawn-out war, 
we would need about 2 million barrels per 
day of jet fuel alone. In addition, tremen- 
dous quantities of fuel for our navy and 
ground forces would also be required. Some 
experts believe the next war, when it comes, 
will be fought with intercontinental guided 
missiles and be of short duration. The ma- 
jority, however, predict that ground forces 
will still be needed and, therefore, that fuel 
requirements will be greater than during 
World War II. The fact remains that we 
must be prepared for any eventuality and 
cannot aftord to take chances. We must 
have available to us the fuel necessary for 
maximum requirements 

The principal oil producing areas of the 
world at present are in the United States, 
Canada, Venezuela, and in the Middle East 
It is now estimated that the oil reserves of 
the Middle East are more than twice as 
great as the reserves in this hemisphere. 
Although most of the world’s reserves of 
crude oil are in the hands of nations that 
are not unfriendly to the United States, we 
must assume that holding the 
the Middle East, in the event of war with 
the Soviet Union, would be almost impos- 
sible. It is possible that the Soviet Union 
would then control twice the reserves avail- 
able to us. (See the chart at 426.) 

At the present time, we are producing 
approximately 85 per cent of our petroleum 
requirements in the United States. We also 
have the capacity, in presently producing 
areas, to supply the amount now being 
imported with some to spare. We probably 
do not have the productive capacity, how- 
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ever, to cover the additional requirements 
which would be to prosecute a 
large-scale war even with drastically ra- 
tioned civilian consumption. We could pre- 
sumably rely on petroleum from Canada 
and on a substantial amount 


necessary 


from Venezuela, 
but we cannot afford to permit our own 
producing capacity to decline. 


The average annual demand for petroleum 
in the United States since 1951 has been 


approximately 3 billion barrels, and it is 
estimated that the demand will reach 4.7 
billion barrels by 1965. More than a billion 
barrels would be added to the annual de 
mand in the event of war. We must find 
the new reserves essential to cover the esti- 
mated demand and must therefore encourage 
the search for and the development of such 
reserves. The search must continue day by 
day. We cannot curtail our exploratory 
efforts now and expect to find new reserves 
at a moment’s notice when the emergency 
arises. Our ability to provide adequate 
supplies when needed would be seriously 
weakened by any reduction now in the ex- 
ploratory effort. Early in 1955, the Cabinet 
Committee on Energy Supplies and Fuels 
Policy stressed this fact in its report to the 


President. The report stated: 


“An expanding domestic oil industry, plus 
a healthy oil industry in friendly countries 
which help to supply the United States’ 
market, constitute basically important ele- 
ments in the kind of industrial strength 
which contributes most to a strong national 


defense.’ 


IMPORTANCE OF HEALTHY OIL INDUSTRY 

The great strides in the economic welfare 
of the people of the United States during 
the last half century are due entirely to in- 
creased productivity. The increase in the 
productivity per man-hour of labor during 
that time has permitted us to triple the real 
income of the worker while, at the same time, 
cutting his workweek almost in half. This 
has been accomplished by the substitution 
of inanimate for animate energy—machinery 
for the work of humans and animals. <A 
century ago 65 per cent of all energy con- 
sumed in the United States was contributed 
by man and domestic animals. Today more 
than 98 per cent of all energy employed in 
the United States is inanimate, and petroleum 
products supply almost two thirds of that 
energy. 

The general welfare of the people of any 
nation depends largely on the amount of 


energy consumed. There is a direct rela- 
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The State of Texas alone accounts 

for almost half of United States oil 

production and over half of 

proved reserves. She has controlled 
drilling and output since 1934. 


tionship between the per capita energy con- 
sumed and the per capita income in the 
nations of the world. Statistics show that 
the per capita income in nations whose 
people depend on the energy of man and 
animals with little assistance from ma- 
chinery is only a small fraction of what it 
is in highly industrialized nations utilizing 
the inanimate energy created from mineral 
fuels and water power. As might be sup- 
posed, the per capita energy consumption in 
the United States and in Canada far exceeds 
that in any other nation, and these two 
nations are also in first and second place 
in per capita income. These two nations 
also serve as a good illustration of the 
effects on national welfare of the use of 
inanimate as opposed to animate energy. 
In the United States, where 98 per cent of 
the energy consumed is from inanimate 
sources, the per capita income is almost 
60 per cent higher than in Canada where 
animate energy still provides 10 per cent of 
the total energy consumption. 


Petroleum products constitute practically 
the only source of fuel used in automobiles, 
airplanes, buses, railroads and ships. Pe- 
troleum products are used to heat almost 
half the homes in the United States and 
supply most of the power used on our farms. 
In addition, petroleum products supply the 
lubrication for the machines using other 
sources of fuel. 


Petroleum has supplanted coal as the 
principal source of power because of its 
high ratio of energy to weight and bulk. It 
is supplanting coal for fuel in heating homes 
because of its cleanliness, convenience and 
ease of transportation. It has more flexi- 
bility and may be adapted to a wider range 
of types and sizes of machinery than any 
other fuel. In short, it provides almost the 
perfect fuel. 

Although petroleum is most widely recog- 
nized as the major source of energy in the 
United States, it 
factor in the comparatively new plastics in 
dustry and is an important factor in the 


has become a dominant 


chemical industry. It is almost impossible 
to name all of the products now being de 


rived from petroleum. 
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A large part of the credit for the high 
standard of living in the United States may 
be attributed to a healthy oil industry. It 
not only provides employment to millions of 
people directly, but it is one of the largest 
customers of the steel industry and other 
industries which employ additional millions 
merely to keep the oil industry supplied. In 
addition to the millions employed by the 
oil industry and its suppliers, the products 
of the oil industry are responsible for our 
huge automobile industry and other indus- 
tries that could not exist and prosper with- 
out an adequate and dependable supply of 
petroleum products at a reasonable cost to 
the consumer. It is not mere coincidence 
that the people of the United States own 
more automobiles than all the rest of the 
world combined. Here the average person 
can afford to own and operate a car. In 
most other countries of the world, only the 
wealthy can afford the luxury which we 
consider a necessity. 

It is almost impossible for us to conceive 
of the chaos that would result from a sud- 
and substantial reduction in the 
duction of petroleum and its products. We 
taste of it World War II 


when the urgency of the war effort required 


den pro- 


had a during 


civilian rationing. If production of crude 
oil and gasoline were curtailed during peace 
time to such an extent that gasoline ration- 
ing would be a normal condition extending 
into the unforeseen future, the effect on our 
standard of and on our 


living economy 


would be tremendous. 


A healthy oil industry is essential to our 
welfare. We must keep it healthy by con- 
tinuing the search for We 
must do nothing that will reduce the incen- 
tives to exploration and development. And 
the more people engaged in the search the 
better. 


new reserves. 


There seems to be a number of individuals 
who believe there is something inherently 
dishonest in permitting an outsider—one not 
previously engaged in the oil industry—to 
benefit from the tax incentives of the in- 
come tax law. They criticize a tax law that 
permits someone in the business of manu- 
facturing risk his money in the 
search for oil and to charge off his losses 
for income tax purposes. 


she es to 


They fail to rec 
ognize that the incentives were created so 
that there would be no letup in the search 
for new reserves. If the shoe manufacturer 
is willing to risk his capital in drilling for 
oil, he is merely doing what Congress in- 
tended to encourage—helping in the search 
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for new petroleum reserves. It benefits the 
people of the United States no 
manufacturer discovers oil than if an 
oil company does so 


less if a 
shoe 


Several studies of the future 
quirements of the United States have been 
various They all reach 
the same conclusion—that domestic energy 
requirements will continue to increase and 
that petroleum will continue to supply a 
major share of the total supply 
One such study, by the “Panel on Peaceful 
Uses of Atomic Energy,” concludes that by 
1975, the domestic demand for oil will be 
13,800,000 barrels per day and for gas, 52 
billion cubic feet per day. 
substantial 


energy re 


made by groups. 


energy 


Even allowing 
for a increase in imports, we 
will have to find 70 billion more barrels of 
oil in the United States to meet the 
mated demand 
with the 


esti 
That amount may be com 
total of 8&5 billion barrels 
heretofore discovered in North America. 


Ahead,” an article in the Har 
Review (January-February 
1956) by Professor George Granger Brown, 
College of Engineering, Uni 
Michigan, calls attention to the 
sharply expanding demand for energy in the 
vorld. He says that if population continues 
its present accelerating rate of growth and 
if the peoples of the continue to 
demand high living standards, a nearly im 
possible burden will be put on oil, gas and 
coal production. That burden will repre- 
sent, he estimates, an increase to 16 times 
the present world production of heat and 
power in the next 70 


pared 


“Thinking 


’ > > 
vard Business 


Dean of the 


versity of 


world 


years Professor 
Brown believes that the conventional fuels 
(oil, gas and coal) will not be adequate for 
such a tremendous increase in energy out 
put—probably not in quantity and certainly 
not in quality. Although he believes nuclear 
and solar energy will fill the gap if enough 
money and effort are spent to do the job, 
the obvious implication is that maximum 
discovery and utilization of oil, gas and 
will be inadequate to meet future 
energy demands. It follows that any move 
that would efforts to find and de- 
velop oil, gas and coal reserves will magnify 
the problems of future energy supply. 


coal 


lessen 


RISKS AND HAZARDS 
OF OIL PRODUCING BUSINESS 


An intelligent appraisal of the merits of 
percentage depletion is impossible without 
a knowledge of the processes involved in 
searching for, and producing 
crude petroleum 
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Finding oil is never an easy job 

at best. Illustrative of the 
persistence required is the fact 

that it took more than 200 dry holes 
and 43 years before Florida's first 
oil well was brought in in 1943. 


Possibly because oil fields are generally 


referred many people have 
the impression that oil deposits are actually 
lakes of oil existing in 
neath the earth’s surface and that locating 
such lakes merely involves wandering around 


the country 


to as “pools,” 


huge caverns be 


looking for places where oil 
is seeping to the surface. Nothing could 
be farther from the truth. New oil fields 
today are rarely, if ever, located from seep 
Oil occurs in certain geologic struc 
usually calfed 
actually not sand as we think of the word, 
but almost solid rock. The oil lies in the 
almost microscopic pores of this rock and, 


ages 


tures “sands” which = are 


in the early stages of production, is usually 
brought to the surface through an oil well 
by the tremendous pressure of natural gases 
and water. In the later stages of produc 
tion, oil is recovered from the “sands” by 


pumping and secondary recovery methods 


Locating the particular “sands” whicl 
may contain petroleum involves a lot ot 
work and still luck. In the United 


States today, most of the oil being discov 


more 


ered is found at depths ranging from 3,000 
to more than 20,000 feet. To locate a pos 
sible oil-bearing formation at such depths 
requires the use of geology, geophysics, and 
other more or inexact methods. We 
know, in a general way, the areas in whicl 
petroleum may exist. The problem is to 
find the particular geologic structure that 
can act as a trap for petroleum if it is there 


less 


The usual procedure in exploring for oil 
in new territory is first to study the surface 
geology of the area. 
is favorable, the 


If the surface geolog: 
next especially in 
exploring large areas, usually is to conduct 
a survey with a magnetometer or gravity- 
meter or 
These 
smaller 


step, 


possibly by aerial photography 
surveys not—indicate 
could contain a fault 
or dome which might conceivably be the 
trap being sought. 
then 


may—or may 


areas which 
These smaller areas are 
subjected to a detailed study 
either by with seismo 
Core testing consists of actually 
a small-diameter hole and removing 
samples of formations from various depths. 


more 
“core testing” or 
graphs. 
drilling 


TAXES —The Tax Magazine 





Core testing is a satisfactory method only 
in the case of relatively shallow potential 
production. Today, especially in the west- 
ern part of the United States where most 
of our new fields have been discovered, the 
seismograph is the instrument generally 
used for detailed exploration. 


After these exploratory activities have 
been completed—often at great cost, espe- 
cially in the remote areas of the country or 
in the waters offshore—the explorer may 
think he has found a likely spot. Actually 
his exploratory activities have merely re- 
sulted in indicating a structure which could 
hold oil if oil is there. The only sure way 
of finding out is to drill a well. 


The odds against the explorer are heavy. 
Of all wildcat drilled—wells drilled 
in the search for new fields—only one out of 
nine is productive, and only one out of 49 
finds a pool of 1 million barrels or more— 


wells 


the amount generally considered necessary 
for profitable operation. During the ten- 
year period from 1944 to 1953, inclusive, the 
ratio of wildcat total 


successful wells to 


wildcats drilled was: 


for discoveries of 1 million barrels 


more—l in 49; 
barrels 


for discoveries of 10 million 


more—l in 213; 


for discoveries of 50 million barrels 


more—l1 in 1,149. 


The degree of uncertainty is clearly illus- 
trated if we examine the annual ratios. For 
fields of 1 million barrels or more, the 
annual ratios ranged from 1 in 37 to 1 in 71; 
for fields of 10 million barrels or more, 
from 1 in 124 to 1 in 455; and for the large 
fields, from 1 in 415 to none in 6,490. These 
figures are for the entire oil industry, com- 

isl 12,000 firms and individuals. 


(See the chart at page 420.) 


some 


rising 
prising 


Even after an oil field has been dis- 
covered, a substantial number of the wells 
drilled in developing the field are dry holes 
because of the uncertainty of defining the 
limits of the producing formation. At the 
present time, approximately one out of four 
development wells is dry and almost 40 per 
cent of all wells drilled—both wildcat and 
development—are dry. 


The 
is not by any means a minor item. During 
the year 1954, the average cost per well of 
all wildcat wells drilled was approximately 
$123,000, with many of them costing $1 mil- 
lion or 


cost of drilling wells for oil and gas 


more. When costs of such magni- 
tude are added to the costs of exploration 


Percentage Depletion 


Out of about 435,000 wells drilled 
in the ten postwar years, 
approximately 35 per cent have 
been dry holes, a proportion 
which is much higher than the 
average of about 25 per cent in 
the period 1920-1941.— 
American Petroleum Institute. 


and the costs involved in obtaining leases, 
it becomes apparent that a substantial quan- 
tity of oil must be discovered merely to 
cover the investment in that particular prop- 
erty. Moreover, the odds against the dis- 
covery of a deposit large enough to prove 
profitable in itself are 49 to one. 


There is no comparison between the in- 
vestment process in the establishment of oil 
or gas production with that in other indus- 
tries. In the manufacturing business, the 
marketing business, the transportation busi- 
ness, or in almost any business other than 
the production of a natural resource, the 
investor can expect a facility of predictable 
size, output or capacity for any given ex- 
penditure. He can feel fairly certain that 
for an expenditure of a certain amount he 
can create a facility with an economic value 
commensurate with his investment. At the 
very least, he knows that the facility he 


creates will be able to accomplish the pur- 


for which it 


1 
snoes or 


was intended—to manu- 
automobiles—to house a 
butcher shop—to 
freight His concern 
cient utilization of the 
facility so that it may produce a profit for him. 

The 
assuranée that his investment will result in 
anything of commensurate with his 
investment, or capable of producing even 
one unit of what it was intended to pro- 
duce. On the average, eight wildcat wells 
out of nine will not produce one drop of 
oil. Even the lucky prospector is certain to 
entire investment in 


department 
carry 


store or a 
passengers or 


thereafter is the eff 


investor in the oil business has no 


value 


lose his 
ventures. The only reason the oil man con- 
tinues his search 


l 
“ey 
I 


some of his 


is the hope that he may 
lit the jackpot” before his funds are ex- 
hausted. 
fortitude. 


An oil man must have intestinal 


Petroleum is of such great importance in 


our economy that we must do everything 
the search for new 
must be 


se willing to continue taking 


pr »ssible to encourage 


sources. An adequate incentive 
provided for th 
the risks Percentage depletion, 
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at the rate which has been effective for 
more than 30 years, provides one of the 
incentives needed. Even with the present 
percentage depletion provisions of the tax 
law, the discovery of new reserves of petro- 
leum has barely kept pace with the in- 
creased demand. Under such circumstances, 
is it wise to eliminate or even reduce the 
amount of the incentive? 


PERCENTAGE DEPLETION— 
INCENTIVE AND REWARD 


The risks and 
search for oil 


hazards involved in the 
and the odds against the 
discovery of a profitable field have pre- 
viously been covered. The chart at page 
420, setting forth the ratio of successful 
wildcats to total wildcats drilled during the 
ten-year period, 1944 to 1953, inclusive, 
that during that period only one 
wildcat out of every 49 drilled resulted in 
the discovery of a field large enough to 
prove profitable—1 million barrels or more. 
It has also been pointed out that during 
1954—the year following the period covered 
by the table—the average cost of each wild- 
cat well drilled was $123,000. 


shows 


Without an adequate incentive—the cer- 
tain knowledge that success will be rewarded 
in a substantial manner—few individuals or 
corporations would be willing to risk $123,000 
in drilling a wildcat well knowing that the 
odds against discovering any oil at all were 
eight to one and that their chances of dis- 
covering a profitable field were only one out 
of 49. Opponents of percentage depletion 
argue that the cost of drilling dry holes is 
deductible from gross income before com- 
puting income tax liability. That is true— 
and is some consolation if the taxpayer has 
income against which to charge the cost of 
the dry hole. In that event the taxpayer 
would be out of pocket only the difference 
between the cost of the dry hole and the 
amount of the income tax saving. If the 
taxpayer had no income from which he 
could deduct the dry-hole cost, he would be 
out of pocket the entire cost of the dry hole. 


\ corporation which experienced the aver- 
age success in drilling wildcat wells would 
have expended $1,107,000 during 1954 in 
drilling nine wildcat wells at an average 
cost of $123,000 per well. Only one of the 
nine wells produced oil or gas, and the 
probabilities are that the one successful 
well was unprofitable. If the corporation 
had ample net income, it could deduct the 
cost of the eight dry holes ($984,000) and 
save $511 680 in income taxes (52 per cent 
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ot $984,000). It would still be out of pocket 
$472,320 on the eight dry holes. Unless the 
corporation were allowed to retain a sub- 
stantial part of the income trom the ninth 
well, free of tax, there would be little likeli 
hood of an over-all profit from the drilling 
venture, 


The reward for success in the search for 
oil under the present income tax law is the 
knowledge that part of the net income from 
an oil discovery may be retained free of tax. 
If the producing well discovered by the 
corporation in the above example resulted 
in locating a field of more than 1 million 
barrels, the allowable deduction for percent 
age depletion would probably permit the 
tax-free recovery of the net cost of drilling 
the eight dry holes. That reward would 
permit the corporation to continue its search 
Without that reward, the corporation's funds 
would be reduced to such an extent that it 
could not continue the search if it wanted to 


It is obvious that without some form of 
incentive, very little capital would be at- 
tracted to the oil industry. If an investment 
in a manufacturing enterprise may be ex 
pected to yield a return of more than 13 per 
cent without much risk of loss, the prospect 
of a considerably higher yield must be 
present if capital is to flow into a venture 
in which the chances are eight out of nine 
that the entire investment will be lost. 
Under income tax rates, the only 
incentive for investing in the business of oil 
exploration and development is the hope 
that it will eventually result in a_ highly 
profitable discovery and that a sufficient 
part of the net profits from the discovery 
may be retained, free of tax, not only to 
pay for the dry holes but to offer an attrac 
tive return on the over-all investment. The 


present 


percentage depletion provision permits the 


half the net 
Past experience indi- 


retention of not more than 
profits free of tax. 
cates that such a percentage is not too high 
since the amount of new capital being at- 
tracted to the oil industry is low, and the 
discovery of new reserves is barely keeping 
up with demand. 


It could be argued that the risks involved 
in drilling in proven areas are not so great 
that any incentive is needed. It has already 
been pointed out that one out of every four 
wells drilled in proven territory is dry, and 
that almost 40 per cent of all wells drilled— 
both development wells and wildcats—are 
dry. Such experience would seem to require 
the tax-free return of 


some percentage ol! 


the gross or net income—not as an incentive 
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equitable 
remains, however, 


We 


viewpoint. 
that we must 
cannot afford 


but merely from an 


he fact 
kk ¢ ik f< ir 


new reserves, 


to confine our activity to the development 
of presently known deposits of oil which, 


at the present rate of production, would be 


exhausted within the next decade. 


The precentage depletion provision was 
originally enacted by Congress to encourage 
the search for oil. If the rate of discovery 
of new reserves has not been too great, the 
ncentive has not been too great and should 
certainly not be If the rate of dis 
covery has not high 
should probably be an 


reduced. 
enough, there 


increased 


been 
incentive 


RECOVERY OF CAPITAL 


\ cardinal principle in the taxation of 
income is that the tax fall only on incom« 
and not constitute a levy against the capital 
that produces the income. The 
come tax laws have always contained provi- 
prevent the taxation of 
capital by permitting taxpayers various de 


federal in 


sions designed to 
ductions from gross income or gross receipts 


for amounts which represent a return of 
capital or the capital 
cash. For example, the cost of goods sold 
is deducted from deter- 
mining gross income; the t 


asset 


conversion of into 


gross receipts in 
cost of an 
is deducted from the consideration received 
from its sale in determining the amount of 
capital gain or capital loss; an amount repre 
senting the depreciation of plant and equip 
ment applicable to the taxable year is deducted 
from gross income; and the deduction for 
depletion represents the conversion § into 
cash of the natural resources produced dur 
ing the taxable year 

The 
opposed to percentage depletion has to do 
with the amount of the deduction 
permitted under the present laws. The 
principle of depletion has not been chal- 
lenged. The argument against the percent- 


issue that has been raised by those 


entirely 


age depletion provision is that the aggregate 
of the annual deductions from the gross in 


come of a specific property exceed the 


that 


may 


historical cost of property. 


Webster's International Unabridged Diction 
ary defines “capital” as “money or wealth 
in some shape employed in trade, in manu 
factures or in any business; stock in trade; 
specifically in political economy, the product 
of industry remains either in the 
shape of national or individual wealth, aftet 


which 


a portion of what is produced is consumed, 
and which is still available for further pro 
duction.” Capital may be in the form of 


Percentage Depletion 


In order to keep pace with steadily 
increasing demand, the oil 
industry consistently reinvests 

in the search for new oil over two- 
thirds of its current gross receipts. 
—American Petroleum Institute. 


money or property. Land, or buildings, or 
mines, or oil fields represent capital. Capi 
tal does not necessarily have any relation- 
ship to cost. The cost of property is merely 
an accounting yardstick 
the investment therein 


used to measure 


Our 
that “cost” is not the only concept of capi- 
tal. Even after 44 years of federal income 
taxation, the statutes still provide that the 
basis for depreciation and depletion of prop 
erty acquired before March 1, 1913, is the 


income tax laws have recognized 


fair market value of the property as of that 
date if The 
acquired through inherit 
ance is the fair market value of 
at the 
value one year later 
acquired by 


such value exceeds the cost. 
basis of property 
operty 
date of death of th scede or its 
Phe basis of property 
1921, is 
property at 


For many 


gift before January 1, 
the fair market value of the 
time it was acquired. 
superseded by percentage 

basis for depletion, in the case of mines or 
oil or gas wells discovered by the taxpayer, 
was the fair market value of such mines ot 
oil or gas wells at the date of discovery or 
30 days tl 


In each of these 


laws 


iereatter cases, 
recognized a 


concept ot capital other than historical cost 


the federal income tax 


By permitting the aggregate depletion 


deductions over the life of a property to 


March 1, 


date of discovery, Con 


equal the fair market value as of 
1913, or as of the 
gress provided that the recovery of capital 
value—the conversion of capital from one 
minerals in the ground) 


would not be 


form (oil or gas or 


to another (money) subject 
recognized that the value 
than its historical 


is being depleted through production 


to tax. Congress 


of the property, rather 


cost, 


In the case of industrial plant and equip 


ment, actual cost usually bears a close rela 
tionship to value, and except for inflationary 
pressure, depreciation deductions based on 


cost 


the plant when it has been fully depreciated 


historical permit the replacement of 





In the case of a crude oil producing prop 


erty, however, historical cost bears no rela 
tionship to capital value except in the case 


Basing 
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Refined oil from the East was sent 
to California about 1880 in box cars 
equipped with a square steel tank 
at each end. The space between the 
boxes (about 12 feet) was used to 
carry freight on the return trip. 


the depletion deduction on historical cost 
alone might permit the purchaser of proven 
recover the value of such re- 
serves and to replace them after they have 
been exhausted. The discoverer of an oil 
field, on the other hand, could not hope to 
replace his property if the aggregate of the 
depletion deductions limited to the 
cost of his discovery. In order to compen- 
sate for losses on unsuccessful ventures, the 
value of producing properties must neces- 
sarily be a great deal more than the amount 
invested in their discovery. The aggregate 
depletion deductions over the life of a pro 
ducing property must therefore exceed the 
amount invested by the discoverer in order 
to avoid the unfair taxation of the value 
created by his discovery. 


reserves to 


were 


In order to provide for the tax-free re- 
turn of the capital value of oil or gas as it 
is produced, the deduction for depletion 
should be the approximate value, in the 
ground, of the oil produced. Discovery 

based on the value 


of the oil at the date of discovery, provided 


depletion, which was 
the tax-free return of the approximate value 
—at the date of discovery—of the oil pro- 
duced. As in the case of depreciation, dur- 
ing inflationary periods depletion based on 
discovery value would not permit the tax- 
free return of sufficient capital to replace 
the crude oil reserves being exhausted. On 
the other hand, during periods of falling 
prices, discovery depletion would be too 
high. The advantage of the percentage de- 
pletion provision, which has been effective 
for more than 30 years, is that the deduction 
bears a close approximation of the value of 
oil produced as of the time of production 
instead of at the date of discovery. 


Proof of the fact that percentage deple- 
tion provides a deduction of the approximate 
value of oil in the ground at the date of 
production may be found in a study of 
actual prices being paid for proven reserves 
in various development. Such 
prices between 90 cents and $1.25 
per net barrel of estimated reserves. Per- 
centage depletion is not a factor in deter- 
mining the price offered by a prospective 
purchaser of proven reserves, since his de- 
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pletion deduction will usually be based upon 
the cost of the property. The cost of the 
proven reserves is the equivalent of “dis- 
covery value,” and depletion based on that 
cost will provide the same deduction to the 
purchaser as discovery depletion would have 
provided for the discoverer. 


The present price range of 90 cents to 
$1.25 per barrel of proven reserves covers 
undeveloped and partially developed prop- 
erties—undeveloped properties bringing the 
lower figure and fully developed properties 
bringing prices in excess of the higher 
figure. The 90 cents figure should therefore 
represent the value of the crude oil reserves 


in the ground, and the depletion deduction 
least 90 cents per barrel if it 
return of the 


is to provide the tax-free 


value of the reserves 

With the price of crude oil at $2.84 per 
barrel, and assuming additional income of 
19 cents per barrel from the associated pro- 
duction of casing-head gas and other liquids 
ver barrel—the highest 
amount of percent depletion would be 
‘nts per barrel. As 


—or a toti 


slightly more 
of fact, 


of net income 


because of the 50 per cent 
effective rate 
averaged ap- 
income, 


a matter 
[ limitation, the 
of percentage depletion has 


proximately 23 per 


cent of gross 
which reduces the average percentage deple 
tion deduction per barrel to approximately 


70 cents. 


To provide the minimum deduction neces- 
permit the return of the 
present market value of proven undeveloped 
oil reserves in the ground of 90 cents per 
barrel, the provision 


st 30 per cent, 


tax-free 


Sary to 


percentage depletion 


ought to be increased to at lea 
and the 50 per cent of net income limitation 
Setting the limitation at 100 per 
cent instead of 50 per cent of net income 
would not increase the deduction beyond 
the current value of the oil but 
would prevent the percentage depletion de- 


removed. 


reserves 


duction from offsetting income from sources 
other than from the particular property. 


Under present market and tax conditions, 


the purchaser of proven but undeveloped oil 
reserves is receiving a depletion deduction 


(based on cost) of 90 cents for each barrel 
of oil produced, while the discoverer, who 
has taken all the risks, is received a maxi 
mum deduction of 83 cents per barrel 


CAPITAL GAIN 


Under the present 
provisions of the 


percentage depletion 
federal income tax law, 
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an oil operator who has made a discovery 
reaps some reward for his efforts. He may 
retain 27% per cent of the gross income 
(but not more than 50 per cent of the net 
income) from his discovery free of tax. 
Out of every $1,000 of oil sales, he may 
retain $275 without tax unless his expenses 
of operation amount to more than $450 per 
$1,000 of sales. In that event, he may retain 
half of his net income free of tax. The 
balance of his income is subject to regular 
income tax rates which may go as high as 
91 per cent if he operates as an individual. 
If he has incorporated his oil business, his 
rate of tax will be 52 per cent on income 
in excess of $25,000. 


Rather than pay such high tax rates on 
their net income, many 
found it desirable to sell their 
and pay only the capital gain tax which is 
limited to 25 per cent. Any reduction in 
the rate of depletion would 
merely offer that much more inducement to 
operators to sell their properties. Such a 
development would not materially reduce 
the over-all depletion deduction now ob 
tained by the oil industry. To a 
extent, it would merely result in the t: 
fer of the deduction from the origi 
discoverer of the property to the new pur- 
chaser, who would deduction for 
depletion based on his cost which would 
in most cases exceed the percentage deple- 
tion deduction previously allowed the 


operators have 


discoveries 


percentage 


great 


obtain a 


seller 


Without the incentive provided by per- 
centage depletion, the number of operators 
now engaged in the search for new reserves 
would be reduced. The operators who 
would sell out would probably not remain in 
the business of searching for oil, and those 
who retained their properties would prob- 
ably be the larger 
out the others. 
reduce the total 
gaged in the 


operators who bought 
This development would 
number of operators en- 
search for oil and thereby 
retard the discovery of new reserves. 
best 


Even 


under present conditions, the efforts 
of all those now engaged in exploration are 
sufficient re- 


production and 


essential to the discovery of 


serves to replace present 


to meet increasing demands 


Even with the increased exploratory drill- 
ratio of domestic 
production 
this 


become 


ing of recent years, the 


reserves to domestic and de- 


mand is declining. If condition 
tinues, we will 
dependent on foreign production 


couragement to present 


con- 
and more 
Any en- 


1 


operators to sell 


more 


Percentage Depletion 


out—with no assurance of any increase in 
government revenue because of a reduction 
in the over-all industry deduction for de- 
pletion—would be dangerous to our national 


security 


ARGUMENTS 
AGAINST PERCENTAGE DEPLETION 


The hue and cry against the “iniquitous” 


advantage whicl 
+] 


percentage depletion gives 


man over other citizens started 


e oil 


during the early 1930’s and has been carried 
oy and prolonged by a group of newspaper 
a small number 
Senators, and 
gooders” who know 
about the oil 


biase d 


columnists and cartoonists, 
some 
very 
industry 
that 


disseminate 


ot Congressmen and 


“do 


professional 
] nothing 


ittle or 


its hazards; who are so 
listen to nor 


hey will neither 


information favorable to the percentage 


provision; who more 


interested in the cru lan in 


trutl Ni 


probably more. 


depletion seem 
arriving 
at the ociferous, but 


nions 


companies 


Special Privilege and Subsidy? 


; re lan! 
If 1 I 


tax 
mm of $600 
it¢ and de- 
ch permits 
ly exempt from 
iability of others 
$546.00 for 
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a subsidy ! wever, wou 


business of searching tor 
» 1, | , ta] 
civilian ands ) governmental 
what the government 
¢ b] . } 
questionably controls 
determining the area t 
unt to be paid for lease Ss, 
spent on drilling, the deptl 
be drilled, 
i lecide il 
in the 


subject 


industry has been 
annually in 
ys and drill 
government we 
searching for oil, \ d cost more tl 
highest estimate of the increase in rev 
uld be obtained by eliminat 
lepletion and five times as 


*h as the lowest estimate 
1 oil in 


of no benefit to him if lril Without the benefits of percentage 
Percentage de ion ne tion, a 50 per cent subsidization of the 
search for oil would offer some incentive, 
lertaking and i th but would it be enough? It would not 
ubsidy, o otl hat ou change the odds against success which 
would still be eight dry holes out of nine 
wildcats drilled and 48 unprofitable wildcat 
wells out of every 49 drilled It would 
merely split the amoun f money risked 


between the operator and the government 


Exorbitant Profits in Oil Industry? 


\ certain group of newspaper columnists 


and cartoonists seem to derive great pleasur 
revenue due from constantly referring to “Texas oil 
age depletion millionaires” and the big “oil trusts.” Ac 


the suggestion cording to their stories and pictures, every 
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Only with laws which recognize the 
fundamental nature of the resources 
industries will the impact of 

Federal taxation permit their 
continued vitality and development, 
which is basic to the welfare of 

our national economy, our 

defense and our continuing progress. 
—tLowell Stanley, Monterey Oil Co. 


income taxes, ¢ 
amounted to 9.5 per 
compared to 10.6 | 
1,600 manutacturt 
statistics for tl 
inclusive, sl 


per cent 


Percentage Depletion 


a> 


7 160 000 





The percentage depletion provision is 
clear and unambiguous. The law 
that the allowance for depletion in the case 
of oil and gas wells shall be 27% per cent 
“of the gross income from the property” 
and that allowance shall not exceed 
50 percent of the taxpayer's taxable income 
the (computed without al 


states 


“such 
from property 
Producing 

Lease A 

$100,000 


development, 
and 


Gross 

Expenses, 
lifting 
overhead 


income 
including 
costs, depreciation 


20,000 


Taxable income before depletion § 80,000 


714 ¢ 


27:4% of gross income 
50% of net income 


27.500 


40,000 


or 


Allowable depletion 27,500 


Taxable income after depletion 52,500 


4 per cent of gross income 
amount of depletion) 
on each of the three 
or a total of $82,500 
27 per 


Note that 27! 
(the highest possible 
is the amount 
producing properties, 
for the three. On lease A, since 27% 
cent of the income is than 50 
per cent of taxable income before depletion, 
the allowable depletion is $27,500. On 
lease B, 50 per cent of taxable income 
before depletion is less than 27% per cent 
of gross income, and therefore the allow- 
able depletion is limited to $20,000. 
C shows a net loss before depletion, and 


same 


less 


gross 


Lease 


therefore no percentage depletion is allow- 
able. In total, 27%4 per cent of the gross 
income from producing leases is $82,500, 
and 50 per cent of the taxable income before 
depletion is $55,000, but the total depletion 
allowable is less than either figure because 
the computations must be made by prop- 
erties. For simplification, these computa- 
tions have ignored the possibility of depletion 
based upon the cost of the properties. If 
cost depletion on any property 
the allowable depletion shown in the ex- 
ample, such depletion would be de- 
ductible. For example, if depletion based 
upon amounted to $10,000 on each 
lease, the total depletion would be $57,500, 
since $10,000 would be allowed as a deduc- 
tion on lease C. It should also be noted 
that no depletion is deducted from the in- 
come of the refinery. 


exceeded 
cost 


cost 


The figures in the example are purely 
hypothetical, but any other figures of gross 
income and expenses may be substituted, 
and the result will show that it is impossible 
for percentage depletion to reduce the tax- 
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lowance for depletion).”. How can it be 
possible for percentage depletion to reduce 
taxable income from any source except the 
particular property if it is limited to half 
of the net income from that property? A 
simple example of the mathematics involved 
in percentage depletion will illustrate the 
point: 


Producing 
Lease C 


$ 100,000 


Producing 
Lease B 
$100,000 


Total 
$400,000 


Refinery 
$100,000 


60,000 110,000 60,000 250,000 


40,000 $—10,000 


$ 40,000 $150,000 


27,500 
5,000 


27,500 $ 
20 5,000 


$ 82,500 
,000 $ $5 


20,000 47,500 


20,000 $S—10,000 $ 40,000 $102,500 


from that 


of the particular property. 


able income any source except 


Attracts Too Much Capital? 


Some economists argue that percentage 
depletion attracts an excessive amount of 
capital into oil production. They claim that 
the depletion allowance has the effect of 
exempting a large amount of income from 
taxation and leads to a less efficient utiliza- 
tion of the resources of labor and capital 
than would be the case in the absence of 
an income tax. The imagines 
an economy governed solely by the law of 
supply and demand and considers the allo- 
cation of resources that would exist under 
such an economy as normal. According to 
these economists, the existence of an income 
tax under which all taxpayers are subject 
to the same tax rates would have little 
effect on the allocation of resources, but 
any departure from equal tax treatment will 
result in distorting the normal flow of capital 
into various industries. 


economist 


This economic theory is weak. No tax 
has a completely neutral effect on the econ- 
omy and will discriminate amongst indus- 
tries unless the same degree and character 
of risk is present in all industries. The im- 
position of taxes of any kind results in a 
distribution of capital among various indus- 
tries different from that which would exist 
in the absence of taxes. To preserve the 
neutral distribution of capital that would 
exist in the absence of any income tax would 
necessitate a host of special tax provisions 
to take care of each individual case. Con- 
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gress has not attempted this prohibitive 
task, but in certain situations of importance 
to the economy, has adopted special tax 
provisions designed to encourage the flow 
of capital into specific industries. Percent- 
age depletion is one of these provisions. 


There is no doubt that percentage deple- 
tion has attracted more capital into the oil 
business than would otherwise be the case 
Whether it has attracted too much capital 
is another matter. The oil industry has 
found and developed adequate, but far from 
excessive, crude oil meet our 
present demands; has maintained the price 
level of petroleum products at a reasonable 
relationship to that of other commodities; 
and has done so without exorbitant profits. 


reserves to 


Even with the incentive created by per- 
centage depletion, the sources of capital in 
the oil industry are much more limited than 
they are in manufacturing and other indus- 
tries. In industries, relatively little 
difficulty is encountered in borrowing funds 
for plant expansion. It is an entirely differ- 
ent matter in the oil industry. If the pro- 
ducer is willing to put up his 
collateral for a loan, banks will lend money 


other 


lease as 


to develop a property on which production 
banks, investment 
insurance companies or other financial insti- 
tutions will not lend a dime without security 
to finance a wildcat well. The funds required 


for exploration and wildcatting come 


is proven, But houses, 


from 
the retained earnings from existing produc- 
tion, or from the individuals and companies 
who are willing to take the risks involved 
Proof of this fact may be found in a com- 
parison of the dividends distributed by oil 
companies with the dividends distributed by 
all corporations. Data published by the 
United States Department of Commerce 
show that the average dividend distribution 
of all United States corporations during the 
period from 1948 to 1953, 
47% per cent of total earnings 
Manhattan Bank 
that 
companies distributed only 38% 


inclusive, was 
The Chase 
companies 


during the same period, oil 


survey of oil 
indicates 
per cent of 
their net income. 

A report on the Future Growth and Finan 
World Petroleum 
Industry was recently published by the Chase 


Manhattan Bank of New York 
of the shorter range (1955-1965) world de- 


cial Requirements of the 
It is a study 


mand for and supply of petroleum and, in 
general, confirms the importance of adequate 
supplies of oil and gas to meet the expand- 
ing needs of the world economy and a rising 


standard of living. It concludes as follows: 


Percentage Depletion 


The real costs of replacing and 
finding additional oil reserves are 
rising. Any measure to reduce 

the current incentive and flow 

of investment funds is dangerous.— 
American Petroleum Institute. 


“The growth of the world petroleum in- 
dustry is imposing and its expansion over 
the next ten years will call for substantially 
increased supplies of oil, important shifts in 
the pattern of supply, and very large amounts 
of new capital to provide the facilities for 
In the decade ahead, 
United 
percent, 
reaching a level of 12.8 million barrels a day 
by 1965; while in the Free Foreign World, 
the estimated consumption will probably ex- 
pand 103 percent and attain a level of 12.0 
million day in 1965, almost 
matching United States. 


the expected expansion. 
estimated 
States will 


demand for oil in the 


probably increase 53 


barrels per 
that of the 

“On the supply side, the production of 
crude oil and 
United States may not 


natural gas liquids in the 
10.0 million 


barrels per day in 1965, leaving an indicated 


exce ed 
deficiency in domestic supply, after minor 
adjustments of 
At the same time, an approximate 


about 3.2 million barrels 
daily. 
doubling of production in the Free Foreign 
World to a level of about 14.7 million bar- 
rels per day will create adequate supply to 
meet the foreign demand and provide ex- 
ports to the United States sufficient to bal- 


ance its requirements 


estimated capital required to sup- 
port this expansion in supply and demand 
for the period from 1955 to 1965 will amount 
to $73.5 billion for the United States and 
$41.5 billion Free Foreign World, 
making a grand total of $115 billion for the 
Free World as a whole. Most of this sum 
must be generated internally from the op- 
erations of the industry, since the capital 
markets can provide only a small percent- 
age of the total 


‘The 
h 


for the 


sums emphasize the magni- 


al formation that 


“These vast 


tude of the amount of capi 


t 
will be required and point to the importance 
7 which the fi- 
anism can function adequately. 


of maintaining conditions in 


nancial mecl 


Any substantial interference with the proc 
esses of capital formation will seriously dim 
the hopes for an expanding economy, so 
essential is petroleum to industrial 


and living standards the 


expan- 
world over. 
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izures cited above are expressed in 
~} If the purchasing power of the 
dollar shrinks, the problem of adequate cap 
ital formation will become more difficult 


} 


Additional handicaps wil 
universally depend 
very rate. In all producing 


at a replacement- 


9 appear as pro 


duction becomes more 


ent upon the disc 
countries there is 


‘ 
1 


need tl 
charge 
tend 


recognized as a_ valid 

as to mitigate the 
ncroach upon the capital 
In the United 


accounting is Cove red 


reinvestment 
m allowance which, 
has contributed 


mmeasurabdly » meeting the growing costs 


vy ade quate, 


of exploration for new reserves. This allow- 


ance is lacking in most foreign countries 


and, in consequence, once the flush era is 
trated reserves, tur 
] 


duction is likely to be 


over in at f conce 
ther g@ 
handicapped is important to avoid the 


consequences of ¢ ver-diversion of capita 


funds from the area of capital formation 


into less productive channels, for the accu 
mulation of capital can thereby be crippled 
to the all the 


mupairmeint of interests con 


cerned.” 


Che s¢ 
a matter of 
continuing 


domestic oil 


studies confirm the basic need, as 
national policy, to encourage the 
search for and development of 


and reserves on a wide 


gas 
scale. The peculiarities of the business, witl 
all its inherent risks, require some form of 
incentive so that sufficient 
will 


1 
cum pt 


venture 


conti ttrac t 


capital 


yp tro- 


Do a Few Large Companies 
Dominate the Industry? 


It has frequently been ch 
our companies dominate tl oil 
\s a matter of fac conmipetition is 
today than i 
For 
automobile industry, 
General Motors, 
and Ford—and tl 
two or tl 
in the Che 
have more than 90 per cent of the 
in the United States. In the 


we have an entirely different 


greater in the oil industry 
almost 


when 


industry. 
thinking ot the 


any other example 


we think of the big three 
Chrysler remembet 


hat there are ree other companies 


big th e, he 


! industry. ywever, 
market 
oil industry 


situation 


Competition in the oil industry is 
In market 


mpany can 


as in any other industry 


ing and refining, not one c 


claim as much as 10 per cent of the market, 


and the sales of the 20 largest companies 


combined do not equal 4/2 per cent of the 
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total market. Drive trom Maine to Cali 
fornia and from Washington to Florida and 
at almost you will find 
7 different company 


every crossroad 


four service stations—a 


at each corner. 


There are more than 12,000 oil producers 
in the United States, and the nation needs 
every one of them. Not 
much as 6 pet 


can 
total 


Even wit! 


one company 
claim as cent of the 

production in the United States. 
that many 
tor more Wwe 


producers constantly searching 


are barely maintaining 


pace with increased demand. The quickest 


and 
produce rs is t 


surest wavy to lose manv of thes: 


eliminate or reduce percent 


age depletion 


PERCENTAGE DEPLETION v. 
PRICE INCREASE 


Some « ! argue that 


structure hould provide ample u 
for exploration and that the 


permit a 


tax laws sl 
deduction tor 
cost. An 


industry 


not 


depletion in ex 


1 
cess Of actua analysis of 


economics of the oil 
that an he price 
and its pri lieu of 

pletion, would provide 
centive to maintain the present 
exploration and discovery. The 
Materials Policy Commission 

matter and included following 
ments in its report dated June, 1952 


will 

increase in t ot petrole 

ulucts, in percentage 

not suthicient 

rate ol 
President's 

studied this 


the state 


“Governments the world have made 
ita 


centives to 


overt 
common practice to offer financial in 


call 


material they especially want 


forth greater supplies of 


“Because ft the past erratic 
and the 


investment 


price 
havior of minerals interval 
between initial 
production, the Commission concludes tl 


througl 


ture are unlikely to bring 


incentives provided 


struc 


enoug! 


about 


exploration and development to meet na 


tional needs x = domestic production ot 


1 
] 
is 


scarce materia 


“The present structure of minerals taxes 


includes and desirable incentives to 


strong 


develop, and produce minerals 


Nation’s 


explore for, 
of importance to the 


growth and 


security 


Even if there were no offsetting economic 


+ 


factors, reliance on a price increase instead 


ot percentage de} letion would probably re 


sult in an immediate reduction in exploratory 


activity 
In order to maintain the same net incom« 


after taxes, an immediate price increas¢ 
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t 
t mcome, d) lures, sull 


uld be necessary to 


he effect | elimination 


depletion h increase 


+ 


income tax 
lar taxpayer 


subject te 


ryvices 
: 7 
increased lab« 


niy tw 


extremely 
ax habilitv of 
result from th 


Percentage Depletion 


There is no reason to believe that 
the removal of percentage depletion 
would eliminate the extremes of 
wealth in the oil industry. Those 
extremes arise from the element 

of luck, very largely.—Arthur A. 
Smith, First National Bank, Dallas. 





4 cents per gallon. The average annual 
consumption of gasoline per passenger auto- 
mobile in the United States is 645 gallons. 
An increase of 4 cents per gallon of gaso- 
line would therefore cost the average auto- 
owner $5.80 more than any tax 
saving that could result from reducing 
percentage depletion—even if the spiraling 
effects of such an increase are disregarded. 


mobile 


A price increase in lieu of percentage 
depletion does not appear to be in the in- 
terest of the consumer of petroleum prod- 
ucts, of the federal government or of the oil 
industry. 


‘DOUBLE DEDUCTION" FALLACY 


Another provision of the tax law ap- 
plicable to oil and gas wells is the option 
to deduct as expenses the intangible costs 
of drilling and development. This option 
was originally granted by regulations under 
the Revenue Act of 1918 and was continued 
in the regulations under all subsequent 
revenue acts. It was not made a part of the 
tax law until the enactment of the 1954 
Code, although during the early part of 
World War II, Congress recognized and 
approved the regulations in House Con. 
Res. 50, Seventy-ninth Congress. 


The intangible costs of drilling and de- 
velopment of oil and gas parties consist of 
expenditures for “wages, fuel, repairs, haul- 
ing, supplies, etc., incident to and neces- 
sary for the drilling of wells and the 
preparation of wells for the production of 
oil and gas.” These are all items having no 
salvage value, as distinguished from casing, 
tubing, pumping equipment and other items 
of a tangible nature. It was in recognition 
of the fact that intangible costs had no 
salvage value that the Treasury Department, 
through its regulations, gave oil producers 
an option to either capitalize them or charge 
them to expense as incurred. An election, 
once made, irrevocable, and the tax- 
payer was required to follow the election in 
all subsequent years. The principal ad- 
vantage derived from deducting intangible 
drilling and development costs as expense 
is the immediate recovery of such costs for 
income tax purposes. The costs, however, 
may be deducted once and once only. 


Was 


Critics of the tax provisions applicable to 
oil and gas production refer to percentage 
depletion and the right to deduct intangible 
drilling and development costs as a “double 
deduction.” A clear understanding of the 
nature and purpose of depletion and of 
the deduction of intangibles will prove the 
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fallacy of this assertion. The election to 
deduct intangible drilling and development 
similar to the election to deduct 
research and experimental expenditures as 
incurred. In both situations, the expendi- 
tures are for items of an intangible nature 
with no assurance that they will result in 
anything of value. 


costs is 


The cost of tangible facilities is recovered 
through the deduction for depreciation. Nor- 
mally the intangible costs of a facility are 
also recoverable through depreciation, and 
logically the intangible drilling and develop- 
ment costs of oil and gas wells should be 
recovered through depreciation. If the regula- 
tions had permitted intangible drilling and 
development costs to be recovered through 
depreciation rather than depletion, the “double 
deduction” charge would never have been 
made, but when Regulations 45 were issued 
under the Revenue Act of 1918, Article 223 
thereof provided: “Such incidental expenses 
as are paid for wages, fuel, repairs, hauling, 
etc., in connection with the exploration of 
the property, drilling of wells, building of 
pipe lines, and development of the prop- 
erty may at the option of the taxpayer be 
deducted as an operating expense or charged 
to the capital account returnable through 
depletion.” (Italics supplied.) 


When percentage depletion was substi- 
tuted for discovery depletion, the deduction 
for depletion became 27% per cent of the 
gross income from the property, limited to 
50 per cent of the net income from the 
property but not less than depletion based 
upon Under percentage depletion, 
taxpayers who had elected to capitalize in- 
tangible were at a disadvantage be- 
cause the recovery of intangibles was 
deductible as cost depletion, and therefore 
the benefits of percentage depletion were 
reduced. If the recovery of intangibles were 
deductible through depreciation, the full 
amount of percentage depletion as well as 
the depreciation of intangibles would be de- 
ductible. Under circumstances, the 
Treasury Department granted taxpayers the 
privilege of exercising a new election. 


cost. 


costs 


these 


If the operator has elected to expense in- 
tangibles, they become part of the cost of 
production and thus reduce the net income 


from the property. This treatment affects 
the amount of percentage depletion allow- 
able since it reduces the net income which 
is one of the limiting factors. In fact, in 
many cases it may eliminate percentage de- 
pletion entirely because of creating a net 
loss from the property. If the recovery of 
capitalized intangibles were returnable through 
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depreciation, such depreciation would also 
reduce the net income from the property, 
but in a lesser amount, since it would be 
spread over a period of years. 


It should be clearly recognized that Con 
gress adopted percentage depletion and the 
27% per cent rate with full knowledge that 
intangible drilling and development 
were deductible as “ordinary and necessary 
business expense” at the option of the tax- 
payer. If there had any intention to 
require capitalization of intangibles, the rate 
of depletion would probably 
substantially higher. 


costs 


been 


have be en 


PROPOSED CHANGES 
IN DEPLETION PROVISIONS 


During the past 25 years, critics of the 
percentage depletion provisions have recom 
mended many changes. In addition to the 
complete elimination of percentage deple 
tion and the allowance of depletion based 
upon and limited to cost, the changes most 
irequently suggested are: 


(1) a reduction in the percentage rate; 
(2) a graduated series of rates; 
(3) the limitation of percentage depletion 
to the amount expended in exploration; 


(4) the 


tion for nonoperating interest owners; 


elimination of percentage depl 


(5) the elimination of percentage deple 
tion on foreign production, 


All of these suggested changes appear 


have some merit in the opinion of their 
Before considering the px 


yssibl 


advocates 
merits of the proposed changes, however, 
we must remember that the present per 
centage 


act¢ d 


provisions wer 


benefit 


percentage dey 
of a reduction in 
retarding 


11 


to have a 


r new we 


We canno 


centage de 


o tamper with the 


The prospective 
vestor in t il industry should be certain 


qe 


of the income tax consequences of his it 


Percentage Depletion 


vestment. For the past 32 years, he has 
known that 27% per cent of the gross in- 
come from his property (subject to the 50 
per cent of net income limitation) would be 
available as a deduction in computing the 
taxable income from his investments. If 
that 27% per cent rate should ever be 
reduced, by any amount, however small, the 
investor will fear further reductions or ad- 
justments. The lack of certainty as to the 
rate of depletion—the inability to rely on 
an unchanging rate applicable to future 
production—will make the prospective in- 
vestor hesitate to risk his capital. The re- 
sulting reduction in exploratory activities 
would be a grave consequence. 


Reducing Rate of Percentage Depletion 


Opponents of percentage depletion have 
not challenged the principle of depletion. 
Their attack has been at the amount allowed 
under the present provisions of the law, and 
the fact that the aggregate deductions over 

[ f a property exceed the cost 
particular property Some of them 
reluctantly concede that possibly some in- 
centive to continued exploration is required 
but that 2714 per cent of gross income is 
too high. The rate most frequently men- 
tioned as the maximum which ought to be 
allowed is 15 per cent 


may 


The only justification that can be offered 

pees ; > and 
a rate of 15 per cent instead of 27% 
is the fact that it 


1 


the tax liability of the 


er cent would increase 


oil industry and 


t 


pr ably increase the federal revenues. 
‘} i basis for a 15 per cent 
justified either as an 


adequate incentive or as a fair measure of! 


of capital values. 


per cent depletion rate 
in the discovery of too 
discoveries of new re- 
serves are not keeping up with the con- 
intly increasing demand for petroleum. 

io of reserves to psoduction at the 

1955 was 13.1 to 1. At the end of 
estimated ratio had dropped to 

The report on future growth of 

rld petroleum industry recently pub- 
Manhattan Bank esti- 
the ratio will decline to 10.3 to 1 
According to that report, we may 
increase of 5 per cent in 

consumption of petroleum over the next 
de, and we must find 1% barrels of 
reserves for each barrel consumed if 


reserve-production 


Chase 


an annual 


new 
we are to maintain a 
ratio of at least 10 to 1. The report points 


past five have 
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out that for the years we 





been finding only 1% barrels for each barrel 


produced 


Any reduction in the rate of percentage 
depleton would undoubtedly result in a 
proportionate decrease in exploratory ac- 
tivity, and this we cannot afford. Appar- 
ently an increase, rather than a decrease, in 
the incentive is desirable 


\s a measure of the recovery of capital 
value, present going prices of proven un- 
developed reserves clearly indicate that a 
15 per cent rate would permit the recover) 
of only half of the value of oil in the 
ground. At the present price of crude oil 
(approximately $3.10 per barrel) the 15 per 
cent rate would permit the recovery of no 
more than 4614 cents per barrel of oil pro 
duced. It has been previously pointed out 
that (even under the old price of $2.84 per 
barrel) the present price range of proven 
reserves in various stages of development 
is between 90 cents and $1.25 per barrel. 
As a measure of capital recovery, even the 


27% per cent rate is not high enough. 


Percentage Depletion at Graduated Rates 


At least one Senator has publicly advo- 
cated that the rate of percentage depletion 
be graduated according to the income of 
the producer. He proposes that the rate of 
271% per cent be allowed on the first $1 million 
of gross income, 20 per cent on the next 
$4 million, and 15 per cent on gross income 
in excess of $5 million. 

This demagogic approach has little merit. 
In the first place, it would discourage growth, 
and we need a growing industry. In the 
second place, it would differentiate between 
the capital value of oil in the ground of 
producers with different amounts of income. 
The value of each barrel of oil in the ground 
remains the same and the tax-free recovery 
of that value should not depend on the 
gross income of the operator. 

Graduating the rate of percentage deple- 
tion allowable would penalize those com- 
panies which have grown and_ prospered 
in the past and would deprive them of their 
capital. In addition, it would put them 
at a competitive disadvantage. To minimize 
or avoid that competitive disadvantage, 
larger companies would be encouraged to 
break up into a number of smaller com- 
panies—and growing companies would be 
forced to do the same thing as they reached 
the $1 million bracket. 


The Senator does not give consideration 
to the fact that the larger companies are 
owned by thousands of stockholders, whereas 
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; 


the operators with less than $1 million of 
mostly individuals o1 
that would not 


income are 
closely held corporations 
be seriously injured. The Senator is ap- 
parently opposed to “big business,” and the 
best that can be said for his recommenda- 
tion is that it would not seriously injure 
the majority of individual producers in his 
state. Actually there is no justification for 
this type of depletion provision. 


2ross 


Limiting Percentage Depletion 
to Exploration Expenditures 


It has been suggested that since one oi 
the principal functions of percentage deple 
tion is to provide an incentive to explora 
tion, it should be limited to the amount 
actually spent by the taxpayer in explor- 
atory activities. Such a provision would 
nullify both functions of the percentage de- 
pletion provision. 

If percentage depletion were limited to 
exploration expenditures previously made, 
it would actually represent depletion based 
over-all rather than on 
the costs of particular properties—and would 
provide no incentive nor any reward for 
success. On the other hand, if it were lim 
ited to future exploration expenditures, it 
would require the operator to spend all of 
the benefits he may have received and thus 
prevent him from enjoying the fruits of 
his success. 


on cost—on costs 


A variation of the proposal to tie the 
depletion deduction to exploration expendi- 
tures is to allow a rate of 15 per cent re- 
gardless of the amount spent in exploration 
and to allow 27% per cent on that part of 
the gross income equal to exploration ex- 
penditures during the year. This proposal 
would merely reduce the degree of the in- 
centive instead of eliminating it completely. 
It has been pointed out that the mainte- 
nance of our reserves in relation to produc- 
tion actually requires an increase rather 
than a decrease in the incentive to contin- 
ued exploration. 

As in the case of all other 
changes in percentage depletion, the pro- 
posal to tie the depletion deduction to ex 
ploration expenditures does not provide the 
tax-free recovery of the value of the oil 
in the ground. 


suggested 


Eliminating Percentage Depletion 
for Nonoperating Interest Owners 


Some critics of percentage depletion argue 
that only the operating interests 
and gas properties should be eligible for 
the percentage depletion benefits, presum- 
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in oil 





ably on the theory that royalty owners are 
not engaged in the search for oil. The 
argument sounds plausible but these critics 
fail to take into consideration that royalty 
owners are contributing their share of 
capital to the These critics 
ignore the fact that in addition to creating 
an incentive to 
depletion 


search, also 
search for oil, 
provides for the 
capital values. 


percentage 
recovery ot 


There are two kinds of royalty interests- 
the basic royalty retained by the 
leases his property for exploita 
and overriding royalties. An 
riding royalty is an interest in the property 


lessor 
when he 
tion, over- 
not burdened by any share of development 
In most cases an over- 


of the lessee’s 


Or Operating costs. 


riding rovalty is carved out 
interest for the purpose of obtaining funds 
for development, although it may also be 


an additional interest retained by the lessor 


In either event, the rovalty owner ts 
contributing capital. The landowner is per 
mitting the operator to drill 


property, and the holder of an 


wells on his 
overriding 


royalty is usually contributing capital in one 


) 


torm or another. Both of them are entitled 


» the tax-free their share of 
the oil in the ground, and could sell their 


property and receive the benefit of the lower 


recovery of 


tax rates on capital gains 


Eliminating Percentage Depletion 
on Foreign Production 


Although 
some form of incentive to keep the domestic 
oil industry in a vigorous, healthy condi- 
tion, many critics of percentage depletic n 
argue that the deduction should not be 
allowed on the production of United States 


granting the possible need for 


taxpayers in foreign countries. They ques 
tion whether foreign production can add to 
and are 

expropriation 


our national 
with the 
the possibility of foreign oil reserves falling 
the event of 
United 


foreign 


security concerned 
possibility ot | 


into unfriendly hands in War. 


There is no question that the 
States has the right to tax 


income of its citizens or domestic corpora 


legal 


From an economic standpoint, how 
ever, it is highly questionable whether income 
should be taxed 
adopted the policy 


tions 
from foreign sources 


Our has 


government 
of encouraging economic growth in foreign 
countries through private enterprise. By 
strengthening the economy of friendly na 
add to our own security and at 
the same time, increase our Own prosperity) 
through the foreign trade that brings in 
come into the United States. 


tions, we 


Percentage Depletion 


The country in which profits are made is 
entitled to tax such profits to the fullest 
extent desirable in its own interests. Under 
our present tax income from 
foreign sources (except in the case of cor 
porations operating exclusively in the West- 
ern Hemisphere) is subject to the regular 
United States tax rates, and a credit against 
such tax is allowed for the income taxes 
paid to foreign countries. In effect, this 
procedure means that income of United 
States citizens and corporations from for- 


own system, 


eign sources is taxed at full rates, and such 
tax is paid partly to the United States and 
partly to the foreign country. Where the 
foreign tax rate is the same or higher than 
the United States rate, the entire tax goes 

the foreign country, ond the ‘temptation 
make their own 


for foreign countries to 


rates as high as ours is a real one, and 
they cannot be criticized for d ng so It 
is highly probable that the United States 
would gain more revenue by not taxing 
foreign income at all. At 


probably be true in the case of corporations 


least that would 


Foreign countries would set their tax rates 
at a figure which they would deem to be 
in their best interests, rather than at a rate 
own, and cor 
higher 
would 


equal to or in excess of our 
porations operating abroad would have 
earnings available for dividends which 


be taxed by the United States 
If the United States did not impose a 


tax on income from foreign 


sources, per 
depletion on for zn production 


Since we do tax 


centage 
would not be an issue. 
foreign income, however, percentage deple 
tion is necessary in order to avoid tax pen 
compared 
percentage 
pro- 


foreign operations as 
operations. Ii 
eliminated on 
amount of revenue 
United States be 
would be en 


United 


Structure 


alties on 
with domestic 
depletiv n 
duction, no 
realized by the 


were foreign 
significant 
would be 
foreign countries 
absorb. the 
States tax in thei 

The 
on foreign 


States 


cause the 


couraged to increased 


own tax 
percentage depletion 


Unite 


elimination of 
production would put 
corporations at an additional em 


disadvantage with foreign com 


Many 


their 


petitive 


panies countries of the free world 


do not tax corporations on 
from Moreover, 
tion with the countries within which oil 


development is 


Income 


roreign sources 


compet! 


taking place is increasing 


because those countries are encouraging 


domestic development by providirig assist 
ance in various forms 


One of the principal purposes of per- 


incentive 
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to take the risks inherent in the search for 
oil. In addition to the risks present in the 
search for oil in the United States, the risk 
of expropriation is always present in foreign 
operations. If percentage depletion were 
denied on foreign production, there would 
be little incentive for operators to venture 
into foreign countries, and as a result, any 
oil reserves discovered in foreign countries 
would fall into the hands of other nations 
which might not be friendly to the United 
States. 

In times of peace as well as in war, it 
is to our advantage to have ample supplies 
of oil, both foreign and domestic, under 
our control. In times of peace, foreign 
production provides a substantial part of 
our daily requirements. Without that for- 
eign production, we would be consuming 
our domestic reserves more rapidly than 
is desirable. In time of war, it is advanta- 
geous to have sources of crude oil available 
in various parts of the world to avoid the 
necessity of transporting huge quantities 
from the United States to meet military 
requirements near these areas. 


EFFECTS OF REDUCING 
PERCENTAGE DEPLETION 


The elimination of percentage depletion 
or a reduction in the rate of percentage de- 
pletion would have serious effects on the oil 
industry, on the investor, on the consumer, 
and on federal revenues and security. Would 
the removal of the differential tax treatment 
now applicable to the production of oil and 
gas be worth the upheavals it would bring 
about? 

Any reduction in the present percentage 
depletion provision would surely result in 
a drastic curtailment in for oil 
and, consequently, in the discovery of the 
oil reserves for economic and 
military security. Our present ten-year re- 
serve of oil in the ground would gradually 
disappear, and we would become reliant on 
foreign production under the control of 
foreign countries. Marginal operators, who 
have been able to stay in business and make 
a satisfactory profit, would be forced to 
sell out. Many producers would sell out 
and take advantage of the capital gains 
rates rather than pay the high regular tax 
rates on their production. Costly deep and 
offshore drilling would be curtailed, and 
there would be a concentration of proper- 


the search 


necessary 


ties in the hands of a few large companies 
resulting in a loss of competition and prob- 
ably higher costs and prices. 
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The 27% per cent percentage depletion 
rate has been in effect for such a long 
period of time that it has become an impor- 
tant part of the investment The 
elimination of percentage depletion would 
ruin many investors. The value of pro- 
ducing properties and of prospective oil 
properties would drop. Persons who have 
invested their savings in royalties and 
stockholders in oil companies would be 
deprived of their capital values. Oil oper- 
ators with outstanding obligations secured 
by their properties and based on antici- 
pated earnings under present tax provisions 
would be unable to meet their obligations. 
A reduction in the rate of percentage de- 
pletion would actually be a capital levy 
falling exclusively on those who in the past 
have committed their funds to the oil indus- 
try. Financial institutions, insurance com- 
panies, investment trusts, and thousands of 
other institutions and individuals who have 
invested in stocks of oil companies would 
be suddenly confronted with a drastic re- 
duction in anticipated from their 
investments. 


process. 


income 


The general public—the consumer—would 
probably suffer the most from any reduction 
in the rate of percentage depletion. The 
consumer of petroleum products would be 
the first to feel the effects of any change in 
the percentage depletion provisions. Dur 
ing all the years in which percentage de- 
pletion has been part of our income tax 
structure, the consumer of petroleum prod 
ucts has paid less for gasoline than he did 
before—and he has been getting a far better 
gasoline In 1920, the average 
retail price of regular gasoline, exclusive of 
federal and state 
per gallon. In 1925, the average price was 
20.09 cents and in 1956, it was 21.61 cents. 
These figures have been compiled by the 
American Petroleum Institute. During a 
period of inflation—a period during which 
the price of everything from newspapers to 
automobiles, from cigarettes to houses has 
doubled and trebled—the price of gasoline 
has dropped. In 1920, only 1.87 gallons of 
gasoline could be purchased with an hour’s 
average earnings in manufacturing. Today 
the average worker can buy more than nine 
gallons of a better gasoline with one hour’s 
earnings. A reduction in the rate of percent- 
age depletion will surely reverse this trend. 


grade of 


gasoline taxes, was 29.74 cents 


It has previously been pointed out that 
a substantial increase in the price of pe- 
troleum products can be reasonably antici 
reduced 
or eliminated. The consumer of petroleum 
products will feel that increase first. Later, 
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pated if percentage depletion is 





as the 
troleum 


costs of all industries 
products increase, the 
will begin to feel the 
other products. Within a short time, the 
consumer will find that his living 
have increased far more than any possible 
reduction he could anticipate in his income 
tax liability. 

All of 
result 
visions 


using pe- 
consumer 
increase in costs of 


costs 


undesirable effects would 
change in income tax pro- 
would, in a comparatively 
short time, produce no more—and conceiv- 
ably much less—federal revenue than at the 
present time. Is it wise to risk the entire 


economy of our nation by changing time- 


these 
from a 
which 


tested provisions because a few demagogues 
rave over the supposedly inordinate profits 
of the oil industry? Isn’t it foolhardy to 
risk our national for the doubtful 
possibility of a increase in federal 


revenues? [The End] 


security 
small 


APPENDIX 


Legislative History 
of Percentage Depletion 


Prior to the adoption of the Sixteenth 
Amendment to the Constitution which was 
ratified on February 25, 1913, the 
power of the federal government 
ject to the condition that direct 
to be in proportion to population and indi- 
rect taxes had to be uniform throughout 
the United States. The Sixteenth Amend- 
ment reads as follows: 

“The shall power to lay 
and taxes on from what 
ever source derived, without apportionment 
among the several States, and without re- 
gard to any census or enumeration.” 


taxing 
was sub- 
taxes had 


have 


incomes, 


Congress 


collect 


This was not the first time Congress had 
power to tax income. It merely removed 
the constitutional requirements that such 
taxes be in proportion to the population. 
Although the Sixteenth Amendment gave 
Congress the power to tax income without 
regard to population, it did not grant the 
right to levy a direct tax on capital except 
in proportion to population. All of our in 
come tax laws, beginning with the Revenue 
Act of 1913, have therefore contained pro- 
visions designed to exclude from gross re 
ceipts any amounts which represent a mere 
conversion of capital assets or a return of 
capital invested. The 
laws 
exclude capital conversion or 


provisions of the tax 


which are specifically designed to 
recovery 

production of a 
and 


a deduction for depletion. 


the case of the natural 


resource, such as oil those 


allowing 


Sas, are 
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Revenue Act of 1913 

The Revenue Act of 1913, the first in- 
come tax act after the adoption of the Six- 
teenth Amendment, permitted a deduction 
for depletion in the case of mines of “5 per 
centum of the gross value at the mine of 
the output for the year for which the com- 
putation is made.” ‘This provision, which 
was effective until December 31, 1915, was 
interpreted by the Bureau of Internal Reve- 
nue as being applicable to oil and gas wells 
as well as to mines. 


Revenue Act of 1916 


Vhe Revenue Act of 1916 substituted “a 
reasonable allowance for actual reduction in 
flow and production” of oil and gas wells 
for the 5 per cent of gross income provided 
by the Revenue Act of 1913. It also limited 
the aggregate of deductions for all years to 
the cost of the property or to the March 1, 
1913 value thereof 

Congress first recognized a concept of 
capital other than cost in the Revenue Act 
of 1916. It not only permitted depletion to 
be based on the March 1, 1913 value rather 
han the cost of property, but also provided 


loss on sales of 


} 


that gain or property be 
I 


vased upon such value 


Revenue Act of March 3, 1917 
Act of March 


first excess 


Phe Revenue 3, 1917, which 
profits tax and 
1917, made 


no changes in the depletion provisions 


Impose d our 


which was effective January f, 


Revenue Act of 1918 

F Act of 1918, which was not 
approved until February 24, 1919, was ap- 
yr after Janu 


I he Re venue 


e earned on 
, 1918 t ovided for an excess profits 


tax and war ts tax at ri as high as 


I 
80 per cent. The depletion provisions of the 


Revenue Act of 1918 broadened the “value’ 
concept of capital by permitting the deple- 
tion deduction to be based not only upon 
the cost or March 1, 1913 value of the prop- 
erty but, in the case of wells discovered by 
tl market value of 
at date of discovery or within 


e taxpayer, on the fair 
the property 
30 days thereafter if such “discovery value” 
was materially disproportionate to the cost 

the property. In addition to providing 
I “discovery depletion,” the Revenue Act 
of 1918 provided for the time for ap 
portioning the depletion deduction between 
the lessee and the This provision 


has remained in all subsequent revenue acts. 


first 
lessor. 


value depletion provision 
was not a part of the House bill even though 
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Industrywide risk may be low 
relative to the rest of the economy 
even if discovery risk is high in 
individual cases. In petroleum the 
insurance principle and the relative 
unimportance of risks other than 
that of discovery offset the 

familiar odds against the success 

of any one wildcat well.—James 

R. Nelson, Amherst College. 


two representatives (Chandler of Oklahoma 
and White of Ohio) recommended that the 
depletion allowance be permitted on some 
an incentive to 
continued prospecting and wildeatting. The 
provision appeared in 
Committee’s revision 
that committee 


form of accelerated basis as 
discovery depletion 
the Senate Finance 

he bill. The report of 


mines or oil and gas 

vears and 
much money in When he 
does locate a productive property and comes 
to settle it, it 


his profit be 


prospector for 


wells frequently expends many 


fruitless searcl 


seems unwise and unfair that 
taxed at the maximum rate as 
income attributable to 


vear. To 


if it were ordinary 


activities of a single 
stimulate and exploration, the 


committee has limited the surtax to 20 per 


the normal 
prospecting 
price in the case of a 


cent of the selling 


bona fide sale of mines, oil or gas wells 
where the principal value was demonstrated 
or discovery work 


211b). A simi 


lar limitation has been imposed by the war 


by prospecting, exploring, 


ne by the taxpayer (Sec. 


excess-profits tex applicable to gains de 
bona fide 


( Sec 


by a corporation from the 
of such mines, oil or gas wells. 
Spe cial 


de ple tion 


provision is also made for 
allowance in the 
ot such properties 214(10) and See 
234(9)).”  (S. Rept. 617, Sixty-fifth 


Third Session, December 6, 1918.) 


reased case 
(Sec 
Con 


gress, 


explained 
Senator Pen- 


The depletion provisions were 


on the floor of the Senate by 


rose as follows 


“The 


sideration to the question of depletion 


caretul con 
The 
from the 


committee gave very 


just taxation of incomes derived 
operation of mines and of oil and gas wells 
sa difficult 
due to the fact that part 


particularly matter. This is 
of what apparently 
is income is in reality a mere return of the 


capital of the enterprise. When, for ex 


ample, a ton of coal is sold the excess of 


what is received 
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coal Is by 


that excess must 


of that ton of no means all in- 
come, part ot be treated 
as a repayment of what was invested in the 
mine from which the Such 
extractive industries are 
covered by The 
committee changed the language of this pro- 
vision to assure continuance of the recog 


coal was taken. 
allowances for the 
the depletion provisions. 


nition of valuation of deposits as of March 
1, 1913, as the basis for the deduction in 
the case of all property acquired by the 
taxpayer on or before that date. In pur 
suance of a policy permitting, so far as prac 
ticable, the development of new resources 
of this character they also provide for a 
more liberal allowance than heretofore per 
mitted in the case of newly discovered mines, 
or oil or gas wells, permitting the deduction 
to be based on the fair-market value of 
property discovered instead of its cost.” 


The Finance 
nized not only the inherent 
taxing which may 
result of years of exploration, as ordinary 
need for 


Senate Committee recog 
untairness ol 
been the 


income, have 


income, but also recognized the 
some form of incentive to the continuatior 
of the search for new resources 


Revenue Act of 1921 


Under the depletion provisions of the 
Revenue Act of 1918, the 
depletion could exceed the total net income 


deduction for 


from the particular mine or oil or gas well 
and offset income from other 
sources. This situation would arise if the 
crude oil at the time ot 

and then dropped considerably 
During the hearings of the Senate Financ 
Committee on the Revenue Act of 1921, 
Dr. Thomas S. Adams, tax adviser to the 
Department, recommended that 
discovery depletion be limited to 50 per 
cent of the net income from the 
any possibility of such depletion 
The Senate Finance 


serve to 
price of was high 
discovery 


Treasury 


property 
to prevent 
offsetting other income 
Committee rejected the 50 per cent of net 
income limitation but did impose a limi 
tation of 100 per cent of net income. Its 
report stated: 

in order to make certain that the 
depletion deduction when based upon dis 
covery value shall not be permitted to off 
set or cancel profits derived by the taxpayer 
and distinct line of busi 
ness, it is provided that the depletion allow 
shall not 


trom a separate 


ance based on discovery value 


exceed the net income, computed without 


allowance for depletion, from the property 
the discovery is made, except 


upon W hich 


where such net income so computed is less 
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than the depletion allowance based on cost Vr. Reed of Pens mia. “Mr. Presi- 
or the fair market value as of March 1, 1913,” dent, in substance, t ommittee did not 


rl Revenue Act f 1921 as finally en mean to change the bi for ascertaining 
it 2 ~ a» bileal 


acted, and wl ich Was effe ctive January 1, , 
> iS 4 I “nang a) Worl ne rT tl 
1921, amended the Revenue Act of 1918, a SSeS Cie SHEE WSEn Speen Ry Ste) BES 


by adding the following proviso 


depletion on mines y change as to mines 


section 
" me : } he Senator [Couzens] so well brought 
And provided further, that such depletion 


’ investigation, the calculation 
allowance based on discovery value shal 


of oil and gi wells 


} 


not exceed the net income, computed witl 
many 


] 


' : } 
out allowance for depletion, from the pr 
aanisial —s d ide hy : cases, to widely al depr« ciation ld 


' 
t 
erty upon which the discovery is made, ; 
Pre te esse "s pletion] allowances t a rather compli- 
except Where such net income so computed 


subject but 


s less the depletion allowance based 
cost or f market value as of March 


1, 1913.” 


Revenue Act of 1924 
The Revenue Act of 1924, which was 
effective only for the year 1924 insofar as 
the depletion provisions were concerned, 
stituted the 50 per cent 
limitation for the 100 per cent limitation of 
the 1921 act 


Revenue Act of 1926 


Experience with discovery depletion p 
Xt emely 1 < rv, especially 
wells Phe 
discovery values depended 


tes and uncertai s to 


a sound basis for taxation. ‘Taxpayers 
and the Bureau of Internal Revenue were 


involved in endless controversies over ac- 


ceptable valuations, and a simpler method 


§ determining the depletion allowance was 


obviously desirable. When considering the 

Revenue Act ot 1926, the Senat 

Committee adopted what we noy amout 

percentage depletion at a rat carned 
nt. Its report stated deplet 
“The administration of the discovery pro ated 
mn of existing law 1 he c of oil 

as wells has been very difficult becauss 


ie discovery valuation that had to be 
or each discovered well, 
f simplicity and certainty 


your committe 


lowal Ce 
the gross income 
ng the taxable vear 
ing law limiting this 
not in excess of 50 
come of the taxpayer 
retained.” 
Debate in the Senate on a specified 
centage of gross income was extensive I “If the depletion were com 
following portions of the debate on ie u n St, hi you Nn happen, 


Senate floor are of interest 
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eal 


Ratio of Success in New-Field Wildcat Wells 
Drilled 1944 to 1953, Inclusive 


For Discoveries of Fields with Ultimate 


1,000, 
Year 
1944 l 
1945 1 
1946 l 
1947 ] 
1948 1 
1949 l 
1950 l 
1951 l 
1952 l 
1953 1 
High 
Low 
Ave rage 
This table refers only 
rado, Illinois, Indiana, 
Montana, 


Source: F. H 


Geologists 


Kansas 


Lahee, 


or Better 
in 37 
in 40 
in 43 
in 40 
in 43 
in 41 
in 39 
in 60 
in 68 
in 71 
1 in 37 
lin 71 
1 in 49 


to the States of Alabama 
Kentucky, 
Nebraska, New Mexico, Oklahoma, Texas and Wyoming. 

Bulletin of the American Association of Petroleum 


Recovery of 
1,000,000 Bbls. 50,000,0 
or Better 
1 in 147 
lin 149 
lin 195 
1 in 124 
1 in 153 
1 in 166 
1 in 168 
1 in 455 
1 in 421 


1 in 382 
lin 124 
1 in 455 


lin 213 


) Boils ) Bbls 


or Better 
733 
566 
976 


44/4 
324 
415 
1679 
1 in 1479 
1 in 3160 
0 in 6490 


415 
0 in 6490 
1 in 1149 


lin 
lin 
1 in 
1 in 
lin 
1 in 
lin 


1 in 


Arkansas, California, Colo- 
Louisiana, Michigan, Mississippi 


Mr. Reed of Pennsylvania. 
not happen. If we were to calculate the 
depletion at fixed percentage of the 
cost of the property that would not occur. 
But ever since early 


“No; it would 
some 


war days, Congress 
has followed the policy of allowing what 
they call discovery value for both oil and 
ras we'ls and for minerals. It is perfectly 
obvious that if I buy an acre of land in the 
Rocky Mountains and pay $10 an acre for it, 
and then, by hard work, discover a rich 
deposit of gold on it, the calculation of my 
depletion on the original $10 basis would 
not allow me any adequate return for my 
real capital. So, in allowing what is called 
discovery value, Congress and the Bureau 
have tried to get at the real but the un- 
known value of the property owned by the 
taxpayer. 

“Whether it is wise to handle the prob- 
lem in that way or not I am not entirely 
persuaded. It has led to some large deduc- 
tions from income, but to refuse to do it 
and to calculate the depletion on the orig- 
inal cost is not fair, either, because in these 
uncertain industries there is much property 
which is bound to be worthless, on which 
the taxpayer really makes a dead loss; but 


there is no production and consequently no 
depletion from that property.” 


Mr. King. “And no tax.” 
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Mr. Couzens. “Does the Senator know of 


any other industry where that is allowed?” 

Ur. Reed of Pennsylvania, “The produc- 
tion of minerals is the only one that I know 
oft—either oil or gas or solid minerals. It is 
only in the production of such minerals that 
the element of uncertainty enters so largely.” 

Mr. Cousens, “We cannot determine the 
degree of the element of risk that enters 
into the respective industries, but I submit 
that anyone who undertakes an industry, 
whether it a manufacturing industry, a 
bank, or something else, has an element of 
risk, has he not?” 


be 


Mr. Reed of Pennsylvania, “Yes; he has 
an element of risk but his property is gen- 
erally worth something, even if the risks go 
against him, That is not true of the man 
who takes a worthless mineral claim.” 

Mr. Couzens. “If he discovers oil he gets 
the results similar to those obtained by the 
man who produces some trade-marked ar- 
ticle that happens to please the people. He 
may or may not trade-mark an article that 
appeals to the public. In other words, he 
may go on for years experimenting with a 
trade-marked article, and he may lose many 
millions of dollars; then he may discover an 
article which appeals to the public, but he 
is not allowed to capitalize all his previous 
losses in computing his taxes.” 
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Mr. Reed of Pennsylvania, “I hope I have 
explained to the Senate how this 
method of calculating depletion in oil wells 
is really a combination of uncertainties. The 
factor of error that is possible in either of 
those elements is intensified by the fact that 
we are multiplying one uncertainty by an- 
other. 


present 


“So we are trying, by the Finance Com- 
mittee amendment, to get away from those 
uncertainties and to adopt a rule of thumb 
which will do approximate justice to both 
the government and the taxpayers. 


“We find, then, that probably the best 
way to do it is to provide that an arbitrary 
percentage on the gross value of each year’s 
yield be chalked off for depletion. We 
figure it on gross income instead of net in- 
come, because the net income from oil wells 
very greatly. When the first flush 
production comes the operating cost of the 
well is very low per barrel, but as the well 
trails down and finally comes to produce a 
small quantity of oil, the cost increases. Up 
in my State we many wells working 
which average less than a quarter of a barrel 
of oil per day. Obviously, the operating cost 
of those high, and in many 
production down to the point 
where there is practically no net 
and yet the oil keeps flowing. There is a 
reduction of capital and if we 
based the depletion on net income we would 


varies 


have 


wells is pretty 
cases gets 


income, 
going on, 


not always reflect it.” 


During the course of the debate, Senator 
Neeley thought it necessary to increase the 
percentage to 35 per cent in order to pro 
tect the small operator. Senator Goff intro 
duced an amendment providing for either a 
35 or 40 per cent allowance, depending upon 
the relation of operating expense to gross 
income. This proposal was defeated. Sena 
tor Neeley then proposed a flat 35 per cent 
rate which was also defeated. He then pro- 
posed a 30 per cent rate which was adopted. 

There was no clear statement made as to 
the origin of the 25 per cent rate. There 
was some suggestion that it represented an 
average of what taxpayers were getting un 
der discovery depletion, although there were 
statements to the effect that discovery de- 
pletion had ranged as high as 60 per cent 
of gross income. 

In conference, the House receded with an 
amendment establishing 2714 per cent which 
was the rate finally adopted and still effec 
tive 
Act of 1926 was effective be- 
ginning January 1, 1925. 


the Revenue 


Percentage Depletion 


The percentage depletion provision of 


Revenue Act of 1928 


Lhe only change in depletion allowable 
under the Revenue Act of 1928 was a re- 
quirement that: 

“In the case of property held by one per- 
son for life with remainder to another per- 
son, the deduction shall be computed as if 
the life tenant were the absolute owner of 
the property and shall be allowed to the life 
tenant. In the property held in 
trust, the allowable deduction shall be ap- 
portioned between the income beneficiaries 
and the trustee in accordance with the perti- 
nent provisions of the instrument creating 
the trust, or, in the absence of such provi- 
sions, on the basis of the trust income allo 


case of 


cable to each.” 


Revenue Act of 1932 


On September 19, 1929, the joint commit- 
tee staff issued a report appraising the ex- 
isting depletion allowance with respect to 
metal mines. Although it did not deal with 
depletion, which had been in 
effect for more than three years, it did make 
the statement that percentage depletion had 
substantially increased the tax burden of the 
In reporting on the reduction 
from the vari 
it stated that dis- 
resulted in a 53 per 


percentage 


oil industry 
of taxable income resulting 
ous deplet on allowance s, 
depletion had 


reduction in the 


covery 


cent case of oil and gas 
wells for the year 1924, whereas percentage 
1925 1926 


only 36 per cent. The 


resulted in a 
report 
recommended that percentage depletion be 


depletion for and 


reduction of 


employed for all mineral industries and that 
discovery depletion be eliminated. 


As the result of the joint committee staff 
report and hearings on depletion during 
1930, percentage depletion was extended to 
metal, sulphur and coal mines in the Reve- 
nue Act of 1932. The rates were 23 per cent 
for sulphur, 15 per cent for metals and 5 
per cent for coal. 

The Revenue Act of 
minor changes in the depletion and related 


1932 made a few 


provisions affecting oil and gas. A new sen 


tence was added to cover the computation of 


cost depletion in the case of a revision of 
estimates of recoverable units. A new pro- 


vision was added covering the determina 
tion of the adjusted basis of properties fot 
computing gain or loss on their disposition, 
and that 


rents or royalties paid with respect to a 


another new provision required 


excluded 7 
deducts d 


income in computing the depletion deduction 
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property were to be trom 


gross 


income rather than from gross 





Revenue Acts of 1934-1938 
were made in the depletion 
provisions by the Revenue Acts of 1934, 


1935, 1936, 1937 or 1938. 


No changes 


Revenue Act of 1939 
The 


carry-forward of net operating losses for a 


Revenue Act of 1939 provided for a 
period of two vears. No changes were made 
in the depletion provisions, but in comput- 
ing the net operating loss to be carried for- 
ward, it was provided that the excess of 
percentage depletion or discovery depletion 
over depletion based on cost or March 1, 
1913 value would be disregarded and that 
such also be disregarded in 


excess would 


computing the net income for the year to 
which the net 


applic d. 


operating loss was to be 


Years 1940 to 1953, Inclusive 

Despite the fact that attacks were being 
made against percentage depletion for oil 
and wells year, there were no 
changes made in such depletion provisions 
luring all of the from 1940 to 1953, 
In fact, the percentage depletion 


gas every 
years 
nclusive 
principle was extended to cover many nat- 
ural resources not previously covered. 


Internal Revenue Code of 1954 

The 
entirely 
rangement of the various tax provisions of 
the law, and the provisions dealing with nat- 
under Subchapter I. 
There were no changes in the basic deple- 
tion provisions applicable to oil and gas 
wells, but a new provision was added to the 


Revenue Code of 1954 was 
There was a complete rear- 


Internal 
new 


ural resources were 


tax law which permits a taxpayer to form 


an aggregation of two or more separate 


properties which constitute part or all of an 
operating unit and compute the depletion 
allowance on the basis of such aggregations, 
This 
provision has resulted in a slight increase in 
the deduction for depletion for taxpayers 
with a large number of properties. Another 
change made by the 1954 Code eliminated 
a net operating loss 


rather than by separate properties 


the provision requiring 
to be reduced by the excess percentage de 
pletion over cost depletion. 

The depletion provisions of the 1954 Code 
are contained in Sections 611, 612, 613 and 
614, which follow: 


611, 
DEPLETION 
“(a) General Rule.- 
oil and gas wells, other natural deposits, 
and timber, there shall be allowed as a de- 
duction in computing taxable income a rea- 
sonable allowance for depletion and for 
depreciation of improvements, according to 
the peculiar conditions in each case; such 
reasonable allowance in all cases to be made 


“SEC ALLOWANCE OF DEDUCTION FOR 


In the case of mines, 


under regulations prescribed by the Secre- 
tary or his delegate. For purposes of this 
part, the term ‘mines’ includes deposits of 
waste or residue, the extraction of ores or 
minerals from which is treated as mining 
under section 613(c). In any case in which 
it is ascertained as a result of operations or 
of development work that the recoverable 
units are greater or less than the prior esti- 
mate. thereof, then such prior estimate (but 
not the basis for depletion) shall be revised 
and the allowance under this section for 
subsequent taxable years shall be based on 
such revised estimate. 

“(b) 

<a} 


deduction under this section shall be equita 


Special Rules.— 
} 


Leases.—In the case of a lease, the 


Results of Wildcat Drilling in United States, 
Years 1947 to 1956, Inclusive 


Total Wildcats 
Number 
Drilled 
1947 4,983 
1948 6,410 
1949 6,781 
1950 7,891 
1951 9,778 
1952 10,239 
1953 10,743 
1954 10,821 
1955 11,601 


1956 12,37 


Depth 
3,978 
4,076 
3,885 
3,896 
4,172 
4,507 
4,564 
4,633 
4,791 
4,645 


Year 


Source: World Oil (February 15, 1957) 
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Average 


1958 e 


Productive Wildcats 
Number Average 
Drilled Depth 
576 4,783 
792 4,926 
867 4,958 
1,015 4,788 
1,226 SITS 
1,267 300 8.972 
1,418 277 9,325 
1,434 14 
1,444 5,455 
1,424 5,844 


Dry Wildcats 
Number Average 
Drilled Depth 


4,407 3,873 
5,618 3,957 
5,914 3,728 
6,876 3,764 
8,552 4,037 
4,395 
4,456 
4,499 
4,697 
4,492 


J 


cn 


9,387 
10,157 
11,150 


si tse un 


wal 
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bly apportioned between the lessor and 
lessee. 

“(2) Life tenant and remainderman.—lIn 
the case of property held by one person tor lite 
with person, the ce 
duction under this section shall be computed 


as if the life 


remainder to another 


tenant were the absolute owne1 
ot the property and shall be allowed to the 
life tenant 


“(3) Property held in trust.—In the cass 
of property held in trust, the deduction un 
der this section shall be apport oned between 
the income beneficiaries and the trustee it 
accordance with the pertinent provisions of 
the instrument creating the trust, or, in the 
absence of such provisions, on the basis of 
the trust allocable 


income to each 


“(4) Property held by estate. 
of an 


In the case 
under this sec 
tion shall be apportioned between the estate 
and the ] 


heirs, legatees, 
the basis of the income of the estat 


estate, the deduction 


devisees Ol 


1 
allo able 


and 


to each 
“(c) Cross Reference. 


“For other rules applicable to depreciatior 


of improvements, see section 16/7. 


“Sec. 612. BaAsts ror Cost DEPLETION 


“Except as otherwise provided in this 
subchapter, the basis on which de 
to be allowed in 
shall be 


tion 1011 for the purpose of determining the 
gain upon the tl 


pletion is 
respect Of any property 


the adjusted basis provided in sec 


sale or other disposition 


such property. 


“Sec. 613. PERCENTAGE DEPLETION 


“(a) General Rule.—In the case f the 


mines, wells, and other natural 


deposits 
(b), the allowance for 
depletion under section 611 shall be the pet 


centage, 


listed in subsection 


specified in subsection (b), of the 
from the 


gross income property excluding 


such gross 


from 


to any 


income an amount equal 


royalties paid or 


rents o1 incurred 
by the taxpayer in respect of the property 
Such allowance shall not exceed 50 percent 
of the taxpayer’s taxable income from the 
property (computed without allowance fot 
depletion). In no shall the allowance 
for depletion under section 611 
it would be 
to this section 


Case 
ye less thar 


if computed without reterence 


“(b) 
mines, wells, 
and the 


Depletion Rates The 
other 


percentages, reter 


Percentage 


dey osits, 


natural 


red to 


and 
subse Cc 
tion (a) are as follows 


~ , 
; percent Ol ali 


Iphur and uranium; and 


Percentage Depletion 


If material change is made in 
depletion or other tax provisions, 

and consequently in incentives, 

we cannot reasonably assume that the 
extractive industries will continue 

the same in their output and income, 
the employment they give, and the 
purchases they make.—H. B. Fernald, 
Loomis, Suffern & Fernald, New York. 


“(B) if from deposits in the United States 


anorthosite (to the alumina 


extracted 


extent that 


and aluminum compounds are 


therefrom), asbestos, bauxite, beryl, celestite, 


chromite, corundum, fluorspar, graphite, il 


imenite, kyanite, mica, olivine, quartz c 
rutile, 

res of the 

antimony, bismuth, 


' 1 1 
tals (radio grade), block steatite talc, 
nd zire 1 : — has 
and zircon, and « roliowing metalis: 


cadmium, cobalt, colum 
lithium, 


nickel, platinum and 


bium, lead, 


Inanganese, mercury, 
platinum group metals, 


ntalum, thorium, tin, titanium, tungsten, 


ball clay, 
chi , metal mu 


apply), 


Sa€eeer Clay 


2)(B) does not 


-) 
a Clay, 


graph 


brick and tile cl 

(including clam 

peat, pumice, 
except stone 


(6); and 


bromine, 


chloride 


magnesium 


all other minerals 
limited 


calcium carbor 


cluding, it no 
borax, 
nre clay, diatomaceou 
spar, 


feld 


granite, 


th, dolomite, 


fullers earth, gilsonite, 


limestone, magnesite, magnesium carbonates, 


marble, phosphate rock, potash, quartzite, 


ate, soapstone, stone (used ot sold tor use 


by the mine owner or operator as dimensio1 


stone or ornamental stone), thenardite, trip 
(2)(B) 
flake 


mica, spor 


oli, trona, and (if paragraph does 


not apply) bauxite, beryl, graphite, 


fluorspar, lepidolite, lumene, and 


tale, (including pyre except that, 


unless sold on bid in direct competition with 


1! 


a bona fide bid to sell listed 


shall be 


paragraph (3), that 


> percent for any 





In ten recent years, annual ratios 

of wildcatting success range 

from one in 37 to one in 71 for 

the smaller fields, and from 

one in 415 to none in 6,490 for 
the most productive fields. These 
figures apply to the whole industry, 
over 8,000 firms and individuals.— 
American Petroleum Institute. 


used, or sold for use, by the mine owner or 
operator as rip rap, ballast, road materia] 
rubble, concrete aggregates, or for similar 
purposes. For purposes of this paragraph, 
the term ‘all other minerals’ does not include 


“(A) soil, sod, dirt, turf, water, or mosses; 
or 


“(B) minerals from sea water, the air, or 
similar inexhaustible sources. 


Income from 
For purposes of this section— 


(c) Definition of Gross 
Property. 

“(1) Gross income from the property.— 
Che term ‘gross income from the property’ 
means, in the case of a property other than 
an oil or gas well, the gross income from 
mining. 

“(2) Mining.—The term ‘mining’ includes 
not merely the extraction of the ores or 
minerals from the ground but also the ordi- 
nary treatment processes normally applied 
by mine owners or operators in order to 
obtain the commercially marketable mineral 
product or products, and so much of the 
transportation of ores or minerals (whether 
1 not by common carrier) from the point 
of extraction from the ground to the plants 
or mills in which the ordinary treatment 
processes are applied thereto as is not in 
excess of 50 miles unless the Secretary or 
his delegate finds that the physical and 
other requirements are such that the ore or 
mineral must be transported a greater dis- 
tance to such plants or mills. 


(3) minerals 
from the ground.—The term ‘extraction of 


Extraction of the ores or 


the ores or minerals from the ground’ in- 
cludes the extraction by mine owners or 
operators of ores or minerals from the waste 
or residue of prior mining. The preceding 
sentence shall not apply to any such extrac- 
tion of the mineral or ore by a purchaser of 
such waste or residue or of the rights to 
extract ores or minerals therefrom. 

“(4) Ordinary treatment processes.—The 
term ‘ordinary treatment processes’ includes 
the following: 
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“(A) In the case of coal—cleaning, break- 
ing, sizing, dust allaying, treating to prevent 
freezing, and loading for shipment; 


“(B) In the case of sulphur recovered by 
the Frasch process—pumping to vats, cool- 
ing, breaking, and loading for shipment; 


“(C) In the case of iron ore, bauxite, ball 
and sagger clay, rock asphalt, and minerals 
which are customarily sold in the form of a 
crude mineral product—sorting, concentrat- 
ing, and sintering to bring to shipping grade 
and form, and loading for shipment; 


“(D) In the case of lead, zine, copper, 
gold, silver, or fluorspar ores, potash, and 
ores which are not customarily sold in the 
form of the crude mineral product—crush- 
ing, grinding, and beneficiation by concen- 
tration (gravity, flotation, amalgamation, 
electrostatic, or magnetic), syanidation, leach- 
ing, crystallization, precipitation (but not 
including as an ordinary treatment process 
electrolytic deposition, roasting, thermal or 
electric smelting, or refining), or by sub- 
stantially equivalent processes or combina- 
tion of processes used in the separation or 
extraction of the product or products from 
the ore, including the furnacing of quick- 
silver ores; and 

“(E) the pulverization of talc, the burn- 
ing of magnesite, and the sintering and nod- 
ulizing of phosphate rock. 

“Sec. 614. DEFINITION OF PROPERTY, 

“(a) General Rule.—For the purpose of 
computing the depletion allowance in the 
case of mines, wells, and other natural de- 
posits, the term ‘property’ means each sep- 
arate interest owned by the taxpayer in each 
mineral deposit in each separate tract or 
parcel of land. 

“(b) Special Rule as to Operating Min- 
eral Interest.— 

“(1) Election to aggregate separate in- 
terest—If a taxpayer owns two or more 
separate operating mineral interests which 
constitute part or all of an operating unit, 
he may elect (for all purposes of this sub- 
title) — 


“(A) to form one aggregation of, and to 


treat as one property, any two or more ol 
such interests; and 

“(B) to treat as a separate property each 
interest which he elect to 
include within the aggregation referred to 
in subparagraph (A). 


such does not 


“For purposes of the preceding sentence, 
separate operating mineral interests which 
constitute part or all of an operating unit 
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World Petroleum Production, 1947 and 1956 


Year 1947 
Per Cent 
of Total 


Year 1956 
Per Cent 


0 Barrels of Total 


Barre ls 
North America 
United States 


Other countries 


1,856,987 


64,276 


2,617,376 


262,892 


42.95 
4.31 


1,921,263 





Totals 


2,880,268 


47.26 

South America 
Venezuela 
Other countries 


434,905 
82,681 


898, 896 
135,772 
1,034,668 


Totals 


Europe 
Western European countries 67,184 


662,074 


1.10 


Eastern European countries 10.87 








Totals ) 258 11.97 


Africa 
Egypt 
Other countries 


11,000 
1,052 


12,052 


Totals 


Asia 
Middle East countries 306,320 
Sakhalin (Russian) 7,000 
China 374 
Other Far East countries 24,566 


1,261,053 
7,000 
11,000 
158,007 


1,437,060 


Totals 338,260 





New Zealand 5 


Australia 


Totals 6,093,311 


Source: World Oil (February 15, 1957). 


ere eee ee eee 2 Sa 
may be aggregated whether or not they are 
included in a single tract or parcel of land 
and whether or not they are included in con- 
tiguous tracts or parcels. A taxpayer may 


after December 31, 1953, or the first taxable 
year in which any expenditure for explora- 
tion, development, or operation in respect 


of the separate operating mineral interest is 


not elect to form more than one aggregation 
of operating mineral interests within any 
one operating unit. 

“(2) Manner and scope of election —The 
election provided by paragraph (1) shall be 
made, for each operating mineral interest 
in accordance with regulations prescribed 
by the Secretary or his delegate, not later 
than the time prescribed by law for filing the 
return (including thereof) for 
whichever of the following taxable years is 
the later: 


extensions 


The first taxable year beginning 


Percentage Depletion 


made by the taxpayer after the acquisition 
of such interest. 
binding upon the 
quent taxable 
retary or his may consent to a 
different treatment of the interest with 
respect to which the election has been made. 
“(3) Operating mineral interests defined. 
For purposes of this subsection, the term ‘op- 
erating mineral interests’ includes only an 
interest in respect of which the 
production of the mineral are required to 
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Such an election shall be 
taxpayer for all 
except that the Sec- 
delegate 


subse- 
years, 


costs ot 





a 


Estimated World Crude Oil Reserves As of 
January 1, 1947, and Mid-1956 

Mid-1956 (Latest 

January 1, 1947 Available Figures) 
Per Cent Per Cent 
) Barrels of Total £ Barrels of Total 

North America 
United States 20,873,560 31.14 3 
Other countries 1,003,000 1.49 


0,250,000 
5,503,500 


21,876,560 32.63 35,753,500 


South America 
Venezuela 7,000,000 12,500,000 
Other countries 1,301,000 1,548,000 


tals 8,301,000 3 14,048,000 


Lurope 
Western European countries 198,500 2,626,000 
Eastern European countries 8,023,700 11,268,000* 


X 13,894,000 
138,000 300,000 

500 19,500 
138,500 319,500 


\sia 


Middle East countries 27,275,000 40.69 33,201 800 60.46 
Sakhalin (Russian) 90,000 13 O* 0 
China 15,000 02 200,000 10 
Other Far E: countries 1,117,000 7 3,013,675 1.51 


als 28,497,000 42.5 36,415,475 68.07 
Zeland, ete. 200 1,000 0 


otals 67,035,460 100 200,431,475 100 


* Sakhalin included in Eastern Europe 

Source: World Oil (August 15, 1956), and World Oil Atlas (1947) 
—$—$_$_$_$_—=—=—£—=—£—&—=——X—X—&£—£—=E{&&_{_—&;{&—={_{[{____——_—_—___ ~_>SEPEE EE 
be taken into account by the taxpayer for of undue hardship, permit the taxpayer to 
purposes of computing the 50 percent lim treat (for all purposes of this subtitle) all 
itation provided for in section 613, or would such mineral interests as one property. If 
be so required if the mine, well, or other such permission is granted for any taxable 
natural deposit were in the production stage year, the taxpayer shall treat such interests 
as one property for all subsequent taxabl 
years unless the Secretary or his delegate 
consents to a different treatment. 


“(c) Special Rule as to Nonoperating 
Mineral Interests 
(1) Aggregation of separate interests. “(2) Nonoperating mineral interests de 


; ' : fined.—For purposes of this subsection, th: 
nonoperating mineral interests in a single term 


If a taxpayer owns two or more separate 
‘nonoperating mineral interests’ in- 
tract or parcel of land, or in two or more cludes only interests which are not operat- 
contiguous tracts or parcels of land, the ing mineral interests within the meaning of 
Secretary or his delegate may, on showing | subsection (b)(3).” 
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TAXATION 

OF AMERICAN 
INCOME 

AND 
BUSINESS 

IN MEXICO 


By HENRY J. GUMPEL 


The tax policies of the Mexican Government are of concern to the many 
American enterprises pouring money into the country for industrial and 
commercial purposes. The author places particular emphasis on the taxes 
on income (schedular income tax, excess profits tax and distributable 
profits tax), as these represent the largest share of the tax burden on 
domestic and foreign business. Brief attention is also given to the com- 
mercial receipts tax, the system of excise taxes, and customs duties. 


ie PHENOMENAL GROWT of about $350 million was added by United 
Mexican industry in the past decade States firms to their direct investments in 
timated book value 


has been paralleled, and to a ver larg Mexico, increasing the es 
extent brought about, by the steadily i of these investments to $675 million in 1956 


creasing investment of American business Total sales of United States companies 


te¢ 
firms in Mexico, Between 1946 and 1955, yperating in Mexico were $565 million in 


Mr. Gumpel, an attorney and CPA in New York, is associated with the Harvard Law 
School International Program in Taxation and coauthor of the World Tax Series 
publications Taxation in Brazil and Taxation in Mexico, which are distributed for 
the Harvard Law School by Little, Brown & Company of Boston. Mr. Gumpel is 
now engaged in a similar study on taxation in the Federal Republic of Germany. 
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1955 (including $138 million of exports to 
the United States), with manufacturing 
accounting for over half of the total and 
mining for most of the remainder. The 
value of manufactured goods produced by 
American firms in Mexico was more than 
half the value of exports of such goods 
from the United States to Mexico in 1955. 
During the same year, over-all payments by 
United States companies operating in Mexico 
over $500 million (equal to about 7 
per cent of the gross national product of 
the country), and United States companies 
employed about 70,000 than 
1,000 of whom were United 
States.” While rate 


‘ 


were 


persons, less 


sent from the 
some decrease in the 
f new investment in 1958 is a possibility, 
budget for 1958 provides for 
receipts and expenditures of about 8,400 
million pesos each ($672 million in United 
States currency), an increase of about 825 
million pesos over 1957. 


the federal 


United States 
companies provide about 20 per cent of the 
total government revenue and about 
third of Mexico’s direct taxes on income.* 


Mexican 


[axes paid in Mexico by 


one 


excessive, are 
not among the lowest in Latin America. 
In ‘the following presentation, particular 
emphasis is placed on the taxes on income 


taxes, while not 


(schedular income tax, excess profits tax 
and distributable profits tax), which con- 
stitute the major share of the tax burden 
on domestic and foreign business. This is 
followed by a brief survey of the commer 
cial receipts tax, the system of excise taxes, 
and customs duties. All these taxes and 
charges are collected by the federal gov- 
ernment. State taxation is of little impor 
tance in Mexico and more and more on the 
result of the policy of the 
government to take over areas of 
state taxation in return for a participation 
of the states in the federal collections. 


decline as a 
federal 


INCOME TAXES 


The Mexican Income Tax Law 
a scheduar income tax and an excess profits 
tax. In addition to these taxes, the (dis- 
tributed or undistributed) profits of corpo- 
rations and other business organizations are 


subject to the distributable profits tax. 


lmposes 


1 The preceding data are taken from U. 8S. In- 
vestments in the Latin American Economy 
(Washington, D. C., United States Department 


of Commerce, Office of Business Economics, 
1957). 

? Dresdner Bank, Frankfurt 
Report for January, 1958. 

® Work cited at footnote 1, 

*The Income Tax Law 
sentatives, agencies, 
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While this tax is regarded merely as a spe- 
cial application of the schedular income tax 
on income from the investment of capital, 
its rules are sufficiently different from those 
which otherwise apply to income from capital 
investments to justify a separate description 
The following discussion deals, first, with 
the impact of the various income taxes on 
resident taxpayers. The term “resident” in- 
cludes the branch or other permanent estab- 
lishment * of a foreign company operating 
in Mexico, in addition to corporations and 
other business organizations (including the 
Mexican foreign 
tion) which are formed under Mexican law 
Following this income tax 
effects of direct transactions of a foreign 
company in Mexico will be examined. 


subsidiary of a corpora- 


discussion, the 


Schedular Income Tax 


All individuals and entities which are 
domiciled in Mexico, and nonresidents who 
derive income from Mexican 
subject to schedular income tax 
certain 


sources, are 

Except for 
differences which follow 
from the characteristics of the taxpayer or 
the nature of the income, the rules of taxa- 
tion and the tax rates are the same for 
individuals and corporations or other tax- 
able entities. They also are substantially 
the same for residents and nonresidents. 
Resident individuals and entities are taxed 
on income from Mexican and foreign sources, 


necessary 


and nonresidents are taxed on income from 
sources in Mexico.” A corporation or other 
taxable entity limited liability 
company or commercial partnership) is a 


(such as a 


resident, for tax purposes, if it is organized 
under Mexican law or if it is 
engaged in taxable transactions in Mexico 
through a branch, agency, representative 
or other permanent establishment located in 
the country; in the latter case, it is treated 
as a resident to the extent of the operations 
of its Mexican establishment. All other 
corporations and other 
residents. 

The 


Mexican 


regularly 


entities are non 
basic distinction 
Income Tax 
the various 


underlying the 

is that between 
from which taxable 
income results. These activities are grouped 
under “schedules,” 


Law 
activities 


seven classifications or 
companies in Mexico. All these terms are illus- 
trative of the unincorporated and dependent 
establishment of a foreign business organization 
in Mexico. The term ‘“‘representative’’ was 
added to the original text of the law to indicate 
that the name attributed to the Mexican estab- 
lishment, and its size, are irrelevant for tax 
purposes. 

5 Fiscal Code, Art. 21, 
Law, Art. 6, Sec. III. 
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each with its own determination of taxable 
income and specific rate tables. Income in 
the economic sense which cannot be classi 
fied under one of the schedules is not sub 
ject to income tax. In general, there is no 
from different 


combination of income sources 


which qualifies under various schedules, and 


Schedular Classification 


Schedule | 
Schedule II 


Sx hedule | I I 


Commerce | 
Industry | 


Agriculture, etc 


Schedule [V—Salaries and wages 
Schedule 

similar services 
Schedule VI- 


V—lIndependent professional and 
Investment of capital 


Schedule VII 


ernmental concessions 


License or transfer 


The following discussion is limi 


taxation of business income 
and IT) and income 


(Schedule 


from the investment 
capital VI) 
Taxation of Business Income 

Gross income.—The determination of tax- 
able Income from commerce Sched- 
ule I) and inc 


substantially the 


(under 


lustry (under Schedule II) is 
the tax 


same, rates 


1 


es are identical 
While, therefore, the ification of the 


applying under both sch 
taxpayer's activities under one or the other 
ot the two schedules is not of any particular 


edular 


significance for purposes of the scl " 
; 1 


income tax, it 1s quite s 

the distributable pronts tax 

exemptions under the Law for the 

tion of New Essential Industries, 

cussed in detail below. 
Like other civil law 


law l 


important as regar« 


Mexican 


private 


systems, 


draws a distinction between 


property and transactions on the one hand, 


and business property and transactions on 
the other. Only business transactions (actos 
de comercio), as defined by the 


commercial 

6 According to the commercial law of Mexico, 
a transaction is considered commercial either 
because of the characteristics of the person 
performing it (for example, all transactions of 
a merchant within his business sphere), the 
nature of the transaction performed or the 
nature of the property which is the object of 
the transaction. Under this definition, all trans 
actions with securities are of a commercial 
character because securities are ‘‘commercial 
property’’ (cosas mercantiles) by statutory defi- 
nition (Law on Securities and Securities Trans- 
actions, Art. 1). However, the taxation of 
gains from securities transactions is practically 


Taxation in Mexico 


return must be filed for each 
type of schedular income. 


a separate tax 


The tax under each schedule are 
graduated and progressive. The schedular 
classifications and range of the tax 
applying under each schedule are indicated 
below . 


rates 


rates 


Range of Tax Rates 
Between 3.8% 


annual 


and 39% (on the portion of 


income exceeding 2 million pesos) 


\pproximately half of the rates under 


Schedules I and 


l 5¢ G and 
income 


Between 1.4% 


nniual inecan 
annual mcome 


16% 


exce eding 


Between (on the portion of 


nthly 50,000 pesos) 


and 33% (on the portion of 


exceeding 1 million 


pesos ) 
(on the 
excec ling l 
41.2% (on the portion 


ding 500,000 pesos) 


Between 10% and 36.1% 


annual 


portion ot 


income million pesos) 


Between 18.7% 


of annual 


and 


income exceé 


law, give rise to taxable 


transactions (actos civties), 


1] 


rentals of nonbusiness real property 


example, an individual’s private residet 


or sales of nonbusiness 


] 


tor examiple, 


movable property 
According to the 


commercial law,’ an act of commerce does 


valuables).® 


,  ¢¢ 
not lose its character as such if it 


formed by one who is not a merchan 
example, l 


. > 1 % ~1 > . 
an occasional sale of merchandise 


bought by an individual as an_ isolateé 


lation, or the 


] 


specu occasional rendering of 


services by an individual as an ag 


broker 


Adopting the same principle, 


Tax 


} 


Income Law classifies these transac 


“occasions | ] 


tions as commerce al 
taxati 
with the 
difference, hov that 
kind are 
of 20 per 


subjects the gain therefrom to 
the business schedules, 

gains oO 
at a flat proportionate 
distinguished 


he graduated rates which apply te 


cent from 


business income.® 
The 


actions 


between 
“business 


distinction 
and transact 
1 


individual, of which only the 


unenforceable because the great majority of 
Mexican securities is in the form of bearer cer- 
tificates, and no attempt at enforcement is made 
by the government 

* Commercial Code, Art. 4 

8’ Income Tax Law, Art. 59. However, the 20 
per cent tax is computed on gross income in 
the case of occasional commissions or brokers’ 
fees (Income Tax Law, Art. 57) The tax is 
computed separately on the gain from each 
occasional commercial transaction, and a loss 
from one transaction of this kind cannot be 
offset against the gain from another 
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a prefer 
gains, as this 
United States 
Mexican tax sys 
commercial 
schedules 


indicates that 
capital 
under 


to taxable inc 
treatment of 
understood 
law, has no place in the 
tem \ transaction is 
and taxed under the 
(either at the full rates or at 
the flat rate of 20 per cent, depending on 
whether the taxpayer is “regularly” or only 


me, 
ential 


term 1s 


either 
business 


progressive 


“occasionally” engaged in commerce or in- 
dustry), or it is a private transaction and 
as such remains untaxed. 

“private” sphere 
and a sphere indi 
viduals and not to corporations and othet 
i under the com 


business 


The distinction between a 
“business” applies to 
business entities organized 
mercial law which exist only for 
In gen- 
eral, a corporation or other business organi 


purposes and have no private life. 


zation cannot perform an “occasional act of 
because all its transactions (in 
cluding those which are entirely unusual in 
its particular line of business) are commer 
However, the preferential treatment of 
certain acts of 
commerce” 


commerce” 


cial. 
transactions as “occasional 
(resulting in the taxation of the 
therefrom at the flat rate of 20 
per cent) is available to corporations and 
other business entities in two different situ- 
Under a special relief provision of 
the law,” a other regular 
taxpayer under the business schedules may 
elect to treat a gain from the sale of busi- 
ness real property as if it were derived from 
an occasional act of commerce, if the prop- 
erty had formed part of the fixed 
of the business for more than five years 
In another different context, the 
term of commerce” is ap 
plied to isolated and temporary business 
rorei firm in 
distinguished from a permanent or continu 
ous activity which will qualify the foreign 
firm as a “regular” taxpayer under the busi 

\s an example, the activity 
construction or 


net income 


ations 
corporation or 


assets 


and very 
“occasional act 


activities of a foreign Mexico, as 


ness schedules 


engineering 
firm which is engaged in a single and tem 
porary project in Mexican territory (inter 
preted in the administrative practice as onc 
whose duration does not exceed one year) 
and which is not registered as a merchant 


of a foreign 


in Mexico is taxed as an occasional act of 
commerce, while an entity engaged in the 
same type of activity, but on a more perma- 
nent basis, is a regular taxpayer under the 


*Income Tax Law, Art. 58. This provision 
was inserted in the law to facilitate necessary 
dispositions of business real property which in 
many instances could not be carried out because 
of the combination of greatly increased prop- 
erty values (especially in the cities) and high 
income tax rates. The seller of real property 
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applicable business schedule (Schedule I1) 
It will be noted that the term 
act of commerce” 
different meaning in this context from th 
one which is usually applied, inasmuch as 
the operations of the foreign firm are con 
sidered occasional not in comparison with 
its usual transactions, but in relation to the 
place where they are performed. 


“occasional 


takes on a somewhat 


Deductions.— The deductions which ar 
available against gross business income ar 
specifically listed in the Income Tax Law 
While the law permits the deduction of 
all normal and proper business 
which are not specifically covered, 
vision cannot be used to extend the stat 
utory limitations of the deductions whic! 
are regulated in detail. Among the allow 
able deductions, the following present un 
usual features: 


expense: 
this pro 


Salaries and wages.—The employe: 
required to withhold the full income tax on 
the compensation paid to employees, and 
his compliance with this requirement is a 
condition of the deduction. In many in 
stances, additional compensation based on 
the profits of the employer is paid to ofi 
cers, managers or directors after the profits 
have been determined, that is, after the end 
of the taxable year. In these instances, the 
employer has the having the 
bonus taxed either to the employee or to 
himself. The employer may, by setting up 
a suitable before the end of the 
taxable year, reduce his taxable income for 
purposes of the schedular income tax (and 
profits tax) as well as his book 
profits on which the distributable profits 
tax is computed, as explained below. If this 
practice is followed, the bonus is taxed to 
the employee under Schedule IV as com 
pensation for services. On the other hand, 
the employer is free not to 
bonus against income and thus to increase 
his tax base for purposes of the schedulat 
income tax, excess profits tax and distrib 
utable profits tax 
the bonus is taxed to the employer as part 
of his (distributed or undistributed) profits, 
the amount thereof is not taxed 
to the employee when he receives the bonus, 
the same as a profit distribution in the form 
of a dividend is not again taxed to the 
shareholder when he receives the dividend. 


choice of 


reserve 


excess 


charge the 


Because, in this situation, 


again 


will exercise the option if the sale results in a 
gain. If the property is disposed of at a loss, 
the seller will treat the sale as an ordinary busi- 
ness transaction and offset the loss against his 
business income from other sources 


” Income Tax Law, Art. 29, Sec. XIV. 
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Bad debts.—The law * provides for a very 
limited blanket deduction for bad debts, 
amounting to tenth of 1 per cent « 


gross income, for taxpayers who make sales 


one 


on credit as a regular part of their business 
This deduction is available without proot 
of actual loss. In addition to the blanket 
deduction, the Income Tax Regulations 
allow the deduction of 
lectible accounts under the heading of casualty 
extent that the actual 
exceed the blanket deduction. The bad debt 
as such is considered the casualty, and the 


1 
sses from unco 


losses to the losses 


taxpayer 1s required to prove the uncollecti 
bility of the debt under the 
apply to casualty losses. 


Depreciation and amortization.—|l 
for property used in mining operations’ 
and motion pictures produced in Mexico, 
the taxpayer must compute depreciation and 
under the straight-line 
In general, the statutory 
tion 


xcept 


amortization method 
annual deprecia 


cent for immovabl 


rates are 5 per 
property and 10 per cent for movable prop 
erty, with the 
airplanes, 


tain 


exception of vehicles, ships, 
machinery and cet 
which a 
statutory 
with 
minor exceptions applying in special 
situations. The liberty te 
start out with lower depreciation or amorti 


construction 


business property to 


20 per cent rate applies The 
rate is 5 per cent 


annual amort’zation 


SOTHE 


taxpayer 1s at 


zation rates than the ones prescribed by the 
law, but he can us¢ 


aehigher initial rate, 


or modify the rate once selected, only with 


the permission of the Ministry of Finance 
Foreign 
abroad are 


expenses.— Expenses incurred 
deductible it 


incurred 


they are either 


necessarily under the law of the 


foreign country (for example, foreign taxes 


: , 
ther than income taxes or social security 


contributions) or if they would qualify, in 


type and amount, as a deduction under the 
Tax Law if the 
curred in Mexico 


do not meet these requirements (for example, 


Income expense were in 


Foreign expenses which 


lepreciation or amortization at higher rates 
than those permitted under the Mexican In 
come Tax Law) can be deducted only with 
the permission of the Ministry of Finance 

1 Income Tax Law, Art. 29, Sec. XVI 

% Income Tax Regulations, Art. 51, par. 3 

3 The depreciation or amortization of mining 
properties follows the allowance for depletion 
which was recently introduced into Mexican 
Income Tax Law, that is, it is computed in 
terms of production. 

% The original cost of the picture is amortized 
according to a special table (Income Tax Law, 
Art. 77) which lists declining amortization rates 
for a total amortization period of 22 months 

%If the taxpayer benefits from an exemption 
from foreign income tax comparable to the 


Taxation in Mexico 


The taxpayer may credit a foreign income 
tax (that is, a tax 
by Mexican standards) against his Mexican 

The credit is not depe nd 
1 


ient ¢ 
reciprocity, but it may not exceed the an 


which is an income tax 
imcome tax. 
ount 
of the Mexican tax computed separately on 
Due to the 
rates of the Mexican income 


the foreign income. graduated 


tax, the credit 
for the foreign income tax is thus less than 
it would be if it were computed as a per 
total Mexican 


percentage 


centage of the tax, corre 


sponding to the which foreign 
net income is of total net income.” 
The 


taxation 


items are excluded 
business schedules: 


following 
under the 


Irom 


Dividends and other profit distributions. 
As more fully explained below, the profits 
of corporations and other business entities 
are subject to the distributable 
whether or not the profits are 
deemed to be 


sharehe Ide rs or 


pronits tan 
distributed 
This tax is imposed on the 
partners of the distributing 
collected 


1 


the shareholders 


entity. It is not again when the 
profits are distributed to 
recipient of the dis 


1 
I 
, 
I 


and. the 
tribution therefore 


or partners, 
excludes the distribution 


from his income for purposes of the schedulat 


income tax.” 


Interest.—Interest which a commercial 


or industrial enterprise earns in the regular 
the ll 


such, it must 


course of its business is in 
business 
cluded in the taxable income of the recipient 


dulat 


income \s 


for purposes of the scl mcome tax 


under the business schedules (Schedules | 


and I1). 


which are 


Interest d ved ft 

unrelated 

ness activitv of the taxpavel 

nterest from the 
surplus funds) is ¢ 


tempo 

income from capital. As such, it is taxed 
under Schedule VI and excluded from tax 
under the business schedules 


able income 


Tax Exemptions 
for New or Essential Industries 


Law for the Promo 


Essential 


Under the Mexican 
New or 


stantial exemptions from, or 


tion of Industries,” sub 


reductions of, 


exemptions under the Mexican Law for the 
Promotion of New or Essential Industries 
pp. 451-432 Nhe may c.aim th or n tx 
credit, within the limits indicated, for the for- 
eign income tax which he would have had to 
pay but for the exemption 

®*The rule is different as regards the dis- 
tributable profits tax, as explained in the text 

* Ley de Fomento de Tndustrias 
Necesarias of December 31, 1954, 
tions of December 2, 1955 


(see 


Nuevas y 


and Regula- 





various federal taxes are available to indus- 
trial enterprises which are important for the 
economic development of Mexico. An in- 
dustry is “new” if it manufactures products 
which were not previously produced in 
Mexico, and it is “essential” if the particular 
product is in short supply. The administra- 
tion of the law is the responsibility of the 
Ministry of Economy and the Ministry of 
Finance which decide jointly on the ex- 
tent of the exemption to be granted in the 
individual case. The limit for the exemp- 
tion from income tax under Schedule II 
(industry) is 40 per cent of the tax.” The 
exemptions are granted for varying periods 
of time, depending on the classification of 
the particular industry as basic, semibasic 
or secondary. The names of the taxpayers 
to whom an exemption is granted, and the 
terms of the exemption, are published in 
the official gazette (Diario Oficial). 


Agreements Between Taxpayer 
and Ministry of Finance 


Article 28 of the Income Tax Law pro- 
vides for the determination of the base of 
the business income tax by agreement be- 
tween the taxpayer and the Ministry of 
Finance if the ordinary procedures for the 
determination of taxable income are inade- 
quate because of the nature and characteris- 
tics of the taxpayer’s operations. 

The cited provision is invoked by the 
Ministry of Finance in practically every 
case of business operations by a nonresident 
firm in Mexico. The agreement (convenio) 
is arrived at in informal conferences, and 
the ministry is most careful to avoid either 
discrimination or special privileges and to 
secure an equitable determination of the 
taxable profits in each individual case. Some 
of the methods used in the practice of the 
ministry are discussed below. 


Income from Capital 


Income from capital includes interest, 
rents, royalties and other returns on various 
forms of investment which are produced by 
capital alone without the contribution of 
labor, services or any other form of per- 
sonal effort. The schedule under which 
income from capital is taxed (Schedule VI) 
combines a fixed proportionate tax of 10 


1% Exemptions are furthermore available for 
the federal portion (1.8 per cent) of the com- 
mercial receipts tax, import and export duties, 
and the stamp tax. 

In addition to the federal tax, a 5 per cent 
tax on income from most types of capital is 
collected in the Federal District (Mexico City 
and environs). This tax is computed on gross 
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per cent, which must be withheld by the 
payor of the income, with a graduated 
progressive tax. The latter is payable by 
the recipient of the income after the end of 
the taxable year.” 


Interest.—As a general rule, interest in 
(except interest which is classified 
as business income as described above) is 
subject to both the proportionate (10 per 
cent) rate and the progressive rate under 
Schedule VI. However, interest on corpo- 
rate bonds and interest which is earned in 
Mexico by a foreign bank (including all 
interest on loans made by the bank to a 
Mexican enterprise) is subject only to the 
proportionate tax of 10 per cent. Important 
types of interest are entirely exempt from 
income tax, including the following: all 
interest paid by banks and other credit 
institutions on commercial or savings ac 
counts; interest on all federal bonds and on 
state or municipal bonds issued for the 
purpose of financing public works; interest 
on the bonds of industrial corporations if 
the issuance of the bonds is certified by the 
appropriate government agency as helpful 
to the development of Mexican industry or 
agriculture; and interest on the bonds and 
other obligations of international credit in 
stitutions in which the Mexican government 
is a shareholder. 


come 


Dividends and other profit distributions. 
—Corporate dividends and profit distribu- 
tions by commercial entities other than 
corporations are subject to the distributable 
profits tax discussed below. 


Rents and royalties——Real property rent- 
als are taxable income only in two situa- 
tions.” They are taxed as commercial 
income (under Schedule I) if they are 
realized by a merchant in connection with 
his business activity; since corporations and 
other commercial entities are merchants by 
statutory definition, all rentals collected by 
these organizations are includable in their 
business income. Rentals are taxed as in- 
come from capital (under Schedule V1) if 
the lease either an entire going 
business or property designated for use in 
certain specific types of business; this form 
of taxation applies if the rentals do not 
constitute commercial income of the lessor. 
Apart from these two situations, rentals 


covers 


income and it must be withheld by the debtor 
if the creditor is a resident of a foreign country, 
except for a foreign bank which has a branch 
in Mexico. 

2? Unlike other types of income from capital, 


rentals are taxed on the basis of net 
allowable deductions from. gross 
income are minutely described in the law. 
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t 


trom leases of real property are considered 
to be derived from and, 
such, not taxed.” In particular, a 
real estate company which is organized in 
the form of a civil company is not taxable 
on the rentals which it collects, unless the 
company destroys the privilege by changing 
its legal form to that of a commercial com 
pany or by engaging in “acts of commerce.” ? 


“civil transactions” 


ds 


are 


Royalties and other consideration derived 
by the holder of a patent, copyright, trade- 
mark trade name from the ot 
of these intangible rights are considered 
income from capital and 
under Schedule VI ‘ The is based on 
income.* On the other hand, the 
trom contracts under which indus 
technical and 
made available 
to another is considered commercial or in 
dustrial taxed under Schedule 
| or Il of net income hi 
difference in treatment is based on the view 
that the intangible right 
merely makes a capital asset available to 
while the furnishes 
technical advice displays a personal effort. 
The situation the [ 
patent supplies technical information 
by allocating the total amount 
the compensation paid by the licensee to 


or licensee 


One 
as such taxed 
tax 
gross 
Mmcome 
trial 


processes, know-how 


simular industrial data are 
income and 


on the basis 


licensor of an 


another, party who 


in which licensor of a 
also 
is resolved 
of 
the license and the services rendered by the 
licensor, usually under an agreement (con 
vento) the two and the 


Ministry of Finance 


between parties 


Excess Profits Tax 


he excess profits tax is in the nature of 
additional income tax or surtax. It is 
imposed on all taxpayers under the business 
schedules whose gross annual income under 


the 


an 


applicable income tax schedule exceeds 
300,000 pesos ($24,000 in United States cur- 
rency) and net income, 
profits tax purposes, exceeds 15 per cent of 
their invested capital. 


whose for excess 


The partial exemp 
of an industrial enterprise from the 
schedular income tax under the Law for 
the Promotion of New or Essential Indus 


71 Income Tax Law, Art. 149, Sec. V, par. 1 
In the case of a company formed either under 
the commercial! law or the civil law, the rentals 
are, however, included in the book profits of 
the company which are subject to the dis- 
tributable profits tax 

2 While an occasional sale 
(not bought for resale) by a real estate com- 
pany does not affect the exemption, repeated 
purchases and sales constitute acts of com 
merce and subject the company to taxation 
under Schedule I. 

*> Income Tax Law, Art. 125, 

** Income Tax Law, Art. 127 


tion 


of real property 


Sec. XIII 
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tries does not extend to the excess profits 
tax.” 


The income which is subject to excess 
pronts tax is the taxable income for pur 
of the schedular tax, reduced 
by the income tax computed thereon.” 


poses income 

The excess profits credit, that is, a basic 
amount of net income which is not subject 
to excess profits tax, is equal to 15 per cent 
of the invested capital of 
other taxable entity. In 
capital is represented by 
of the company 


a corporation ot 
general, invested 
the book capital 
(paid-in capital, capital re 
serves and undistributed profits) at the end 
of the immediately preceding year, adjusted 
for certain variations of the book capital in 
the of the taxable 

Only capital, as distinguished 
borrowed capital, enters into the 


course 


equity 


current vear 
from 
computa 


tion of invested capital 


Branches and agencies of foreign ente1 


Mexico which are not 


separately incorporated 
no capital of their own are obliged to 
pute their « credit 
to a different and decidedly less favorabl 
method. The invested capital of these tax 
payers is assumed to be 10 per 
Mexican assets (current as 
book 
charges) as sl 


the 


prises operating in 
and, theretore, have 
com 


di 


] accorame 


xcess pronts 


equal to 
cent ™ of their 


1 


sets and net value of fixed assets and 


deferred the books 


at the end of 
The 
graduated 
exists between the income 
pronts tax or 
capital on the 


pre fits tax rate 


own 


in 


preceding taxable vear 


rates of the excess pronts 


according to the ratio 
subject to excess 
hand, and the invested 


The lk 


cent) 


west excess 
ippli s to the 
15 pet 


f invested capital, and 


per 


} 


portion of taxable between 


Income 
cent and cent 
highest 
which 


5 “eT ' 1; } 
<9 per cent) applies to the 


cent of the 


20 pet 


the ate 
portion h exceeds 
As a relief 
invested capital is low 


thei 


50 per 
invested capital measure 
taxpayers whose 


comparison with profits, there is ai 
over-all limitation of the excess profits tax 
amounting to 10 per net 
before application of the excess 


credit (that is, taxable 


cent of income 
pré fits 
income under the 


*° The excess profits tax of commission agents, 
banks, insurance companies and public utilities 
is computed under special rules 

2 Industrial enterprises which benefit from a 
partial exemption from income tax under the 
Law for the Promotion of New or Essential 
Industries may deduct the income tax which 
they would be obliged to pay but for this 
exemption (Income Tax Law, Art. 176, par. 2) 

7 Invested capital is not adjusted for the 
profits of the current year 

* The rate was formerly 60 per cent and re- 
duced to 40 per cent at the end of 1955 
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business schedules less the income tax ap- 
plicable thereto). The operation of these 
rules may be demonstrated by the two simple 
examples at the bottom of this page. 

In general, it may be stated that the over- 
all limitation becomes operative when the 
invested capital is not more than 1.9 times 
the amount of the net income after deduct- 


ing the income tax payable thereon, but 
before application of the excess profits credit. 


Distributable Profits Tax 
The distributable profits tax is a tax of 
15 per cent on the profits of commercial and 
certain other entities *” which are organized 
or operate in Mexico. The tax is computed 


Cee 


Example 1: 


Taxable income for purposes of the income tax under Schedule II 


Less: Income tax payable thereon 


Invested capital: 
Capital 
Paid-in 


stock 
surplus 


Earned surplus at end of preceding year 


Invested capital 
Excess profits credit—15% of 1,200,000 
Income subject to excess profits tax 
Excess profits tax computation: 
Tax on 


Tax 
Tax on 33,692 (30-40% 
Excess profits tax 


Example 2: 


Taxable income for income tax purposes, 


thereon (as in Example 1) 
Invested capital: 
Capital stock 
Paid-in surplus 


Earned surplus at end of preceding year 


Invested capital 
Excess profits credit—15% of 300,000 
Income subject to excess profits tax 


Excess profits tax computation: 
Tax on 15,000 (15%-20% of 300,000) 
Tax on 30,000 (20%-30% of 300,000) 
Tax on 30,000 (30%-40% of 300,000) 
Tax on 30,000 (40%-50% of 300,000) 


Tax on 


Tentative excess profits tax 


60,000 (15%-20% of 1,200,000) at 
on 120,000 (20%-30% of 1,200,000) at 10% 
of 1,200,000) at 15% 


243,692 (over 50% of 300,000) at 25% 


500,000 pesos 
106,308 


393,692 pesos 


1,000,000 
50,000 
150,000 


1,200,000 


180,000 
213,692 


5% 3,000 
12,000 


5,054 


A A 54 pes Ss 


less income tax payable 
393,692 pesos 
250,000 


50,000 


45,000 


348,692 


at 5% 
at 10% 
at 15% 
at 20% 


750 
3,000 
4,500 
6,000 

60,923 


75,173 


Over-all limitation (10% of 393,692) and final excess profits 


tax 


** That is, corporations, limited liability com- : 


panies and other entities which have legal per- 
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39,369 pes¢ Ss 


sonality of their own, including the Mexican 


branch of a foreign entity. 
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on the profits of the entity whether or not 
these profits are distributed in the form of 
a dividend or otherwise. It must be with- 
held and paid by the company for the ac- 
count of its shareholders, partners or members 
who are deemed to be the taxpayers in 
respect of this tax. The tax on undistributed 
profits is payable together with the income 
tax of the company, that is, within 
months after the end of the taxable year. 
If the pays a dividend in the 
course of the taxable year, it must withhold 
the tax from the dividend and pay it within 
the calendar month following the [ 
the distribution.” 


three 


company 


' 


one o 


Unlike the schedular income tax on busi- 
ness income, the distributable profits tax 
is computed on the book profits of the 
corporation or other entity with certain 
adjustments discussed below. This differ 
great practical 
importance because it permits the deduction, 
for purposes of this tax, of items which are 
either unallowable for schedular income tax 


ence in the tax base is of 


purposes (in particular, the income tax and 
excess profits tax) or deductible only within 
certain statutory limits (such as depreciation 
and amortization). 


The book profits must be increased by 
the amounts of reserves which were charged 
against the profits of the current year, ex 
cept reserves for definite and enforceable 
liabilities of the taxpayer and credits to 
depreciation and amortization reserves which 
exceed the limits of 
income tax purposes. 


those deductions for 


Among the items which may be offset 
against book income, the deductions for re- 
investment reserves are of outstanding im- 
portance. All taxpayers engaged either in 
commerce (Schedule I) or industry (Sched- 
ule II) are entitled to deduct the amounts 
which they annually appropriate to an 
existing or newly created reinvestment re- 
serve, to the extent of 10 per cent of their 
distributable profits for the current year.” 
The reinvestment reserve may be capitalized 
and a stock dividend issued in the amount 
thereof without incurring present liability 

30 For purposes of the foreign tax credit under 
the United States Internal Revenue Code, a 
United States parent company which receives 
a dividend from its Mexican subsidiary is 
deemed to be the taxpayer, and entitled to the 
credit under Code Sec. 901, in respect of the 
distributable profits tax which is withheld by 
the Mexican subsidiary either during its tax- 
able year, or after the end of that year but 
before the Mexican company filed its income 
tax return and paid the tax on its undistributed 
profits. With respect to later distributions, the 
Mexican subsidiary (which at this time bas 
already paid the distributable profits tax on 


Taxation in Mexico 


for the distributable profits tax. The tax 
becomes due, however, if the capital of the 
company is reduced through a redemption 


of shares or if the company is liquidated. 

In addition to the 10 per cent reinvest- 
ment reserve just discussed, industrial en- 
(taxpayers under Schedule II) 
may deduct appropriations to another rein- 
vestment reserve up to 20 per cent of their 
current distributable profits. This additional 
reinvestment reserve is subject to the same 


terpt ises 


rules as the 10 per cent reserve regarding 


its computation, capitalization and the ter 
mination of the exemption. While the 
additional reinvestment reserve is not avail 
able to commercial 
under Schedule I), 
commercial and industrial profits qualify 
for the exemption if their annual gross 
income from industry exceeds 50 per cent 
of their total gre 

The Tax Law™ further contains 
the highly important provision that the ad 
ditional i 


businesses (taxpayers 


taxpayers with both 


SS Income 


Income 
reinvestment reserve may, in ap 
propriate cases, be increased beyond 20 per 
cent upon the application of the taxpayer 
The purpose of this authorization—to pro 
mote 


industrial and 


been 


capital formation by 
agricultural carried 
out by the Mexican Ministry of Finance to 


the fullest possible extent 


enterprises—has 


Che ministry is 
favorably on each application for 
permission to deduct a 100 per cent rein- 
vestment that is, it is granting 
exemption from the distributable 
a qualified 
The exemptions are granted from 
vear to year. The exemption is terminated, 
and the due, 
the liquidation of the 
tion of its capital. 


acting 


reserve, 
complete 
profits tax upon the request of 
taxpayer. 
becomes however, 


tax upon 


company or a reduc- 


In addition reinvestment reserves, 


appropriations the legal reserve of com 
(op- 
the two 
and prior 
year which have impaired capital) may be 
deducted book profits in computing 
the distributable profits tax base. 


] + 
losses 


mercial companies and certain 
sustained during 


losses 


erating 
ding years losses of 
1, 


prece any 


from 


its then undistributed profits) is considered the 
taxpayer, and the United States parent is en- 
titled to the credit under Code Sec. 902. In 
either case, the credit cannot be claimed prior 
to the time of the distribution. See I. T. 3683, 
1944 CB 290 

31 Income Tax Law, Art. 138, Sec. IIl(e). Con- 
trary to a widely followed practice, this provi- 
sion does not require the taxpayer to reduce 
the profits to which the percentage is applied 
by income and excess profits taxes paid during 
the current year 

32 Income Tax Law, Art 


138, Sec. II(f). 





The unincorporated branch or other pet 
manent establishment of a foreign enterprise 
in Mexico is at a disadvantage in the matter 
of the distributable profits tax, as it is in 
the matter of the excess profits tax. In com- 
puting its distributable profits tax base, the 
branch is entitled to the deduction for income 
and excess profits taxes paid during the taxable 
deduction for operating 
losses sustained during the two preceding 
It is not entitled to the deduction fot 
any prior year which have im- 
paired the capital, for the legal reserve, and, 


vear, and to the 
vcars. 


losses ot 


in particular, for the all-important reinvest- 
ment While this difference in 
rationalized on the ground 
that the branch has no capital of its own, 
it constitutes, in purpose and effect, a strong 
disadvantage of the Mexican branch of a 
foreign entity as compared with a 
ration or other commercial entity organized 
under Mexican law, including the wholly 
Mexican 7 


reserves, 


treatment 1s 


ce rpo 


owned subsidiary of a foreign 


corporation. 


Income on Nonresidents 
from Sources in Mexico 


\ nonresident individual or business or- 
ganization may become subject to Mexican 
income tax through a taxable activity which 
is carried on, or becomes effective, in Mexi- 
can territory. Direct transactions of a non- 
Mexico must be distinguished 
trom the operations of a subsidiary, branch 
or other permanent establishment of a for- 
eign business organization which are resident 
taxpayers 


resident in 


While a nonresident taxpayer is 
subject to the same rules as a resident re 
garding the definition and determination of 
taxable income, the outstanding problem in 
the taxation of nonresidents is that of the 
source of income. There is, at present, only 
a limited number of fact situations for 
which definite source rules have been estab 
lished rules vary with the type of 
taxable activity, as explained below. Taxable 


These 
income of a nonresident is in every case 
subject to withholding of income tax at the 
source. The and the 
distributable apply to 
nonresidents 


profits tax 
profits tax do not 


excess 


Business Income 


deemed to be from 
Mexican sources if the “acts of commerce” 


Business income is 
which give rise to the income are performed 
in Mexico. This is not the case if mer 
chandise or other property located abroad 





‘Income Tax Regulations, Art, 28 


436 June, 


1958 e 


is sold by a foreign seller to a Mexican 
buyer; on this ground, the profit of the 
foreign exporter is not subjected to income 
tax. If, on the other hand, the seller dis 
plays a continuous sales activity in Mexico 
through a permanent establishment located 
there, he becomes a regular (resident) tax 
payer under the business schedules (Sched 
ule I or II) to the extent of the operations 
of the Mexican establishment, The perma 


nent establishment may take the form of a 
branch, sales office, agent or representative; 
in the latter situation, it is immaterial whether 
the agent or representative is an employe¢ 
of the foreign enterprise or an independent 


contractor. By express provision of th 


regulations,” the maintenance of an inven 
tory of merchandise in Mexico is equivalent 
to the existence of a branch or other estab 
lishment. An isolated sale, by a nonresident, 
of merchandise or other commercial prop 
erty located in Mexico will be considered 
an “occasional act of commerce” as de 
above and taxed under the rules 
applying to transactions of that kind, that 
is, at the flat rate of 20 per cent computed 
on net income. 


scribed 


Industrial services such as the installation 
of factories or machines, or the communi 
cation of technical information or know 
how are considered business activities. The 
rules on the taxation of profits from services 
of this kind rendered by a nonresident firm 
to a Mexican enterprise have been recently 
modified by a circular of the Ministry ot 
Finance.“ According to the circular, which 
supersedes all individual 
ments (conventos) between the Ministry of 
Finance and nonresident taxpayers, the net 
profit from technical services of a nonresi 
dent enterprise is deemed to be equal to 50 


existing agree 


per cent of the gross fees for the services 
This profit is considered to be derived from 
acts of commerce” and taxed 
at the rate of 20 per cent. The net effect 
of this rule is to impose an income tax of 
10 per cent on the gross amount of the fees. 
The wording of the circular leaves no doubt 
that the method of taxation prescribed by 
it will be applied in every case which falls 
within its provisions. The taxpayer will 
therefore not be permitted to prove that his 
net profit from technical i 
than 50 per cent of the gross amount of the 
received, or that his activities, being 
rendered under a long-term contract with 
a Mexican client, cannot be 
“occasional” acts of commerce 


(Continued on page 464) 


“occasional 


services is less 


fees 
considered 


% Circular No. 311-1-12 of February 22, 1958 
published in the Diario Official of February 27 
1958, p. 4 ; 
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HOW STOCK REDEMPTIONS 
PRODUCE DIVIDEND INCOME 


By HARRY LAMAR JONES 


This concise analysis of the well-known Zipp and Holsey cases 

concludes that both decisions were based on the false premise that the ‘‘benefit’’ 
received by a taxpayer through simply gaining 

stock ownership control is taxable as a dividend. 


“PION 115(g)(1) of the Internal Rev in the House bill, the committee intended to 

Code of 1939 provided that if a revert in part to existing law by making 

ration canceled or redeemed its stock the determination of whether a redemption 

“at such time and in such manner as to. is taxable as a sale at capital gains rates 
make the distribution and cancellation or or as a dividend at ordinary income rates 
redemption in whole or in part essentially dependent, except where specifically pro 
equivalent to the distribution of a taxable vided otherwise, upon a factual inquiry 
dividend,” the amount so distributed should Section 302(b) was finally drafted to pro 
be treated as a taxable dividend. The 1954 vide for three conditions, the satisfaction 
Code has no exact counterpart of this sec- of any one of which would result in the 
tion of the 1939 Code, but the spirit of the treatment of the redemption as a distribu 
provision is nevertheless embodied in the tion in full or part payment in exchange for 
new Code the stock rather than as payment of a 
Recognizing that a great deal of litigation dividend. 
had resulted from the interpretation of Sec The courts have repe atedly stated that in 
tion 115(g)(1) of the 1939 Code, the House applying Section 115(g¢)(1) of the 1939 
originally drafted Section 302 of the 1954 Code, the facts of each case must be indi 
Code so as to provide only for mathematical vidually considered. The so-called “net effect” 
tests for determining whether distributions doctrine came into being when the courts 
should be considered to be essentially equiva began saying that whether a cancellation 
lent to dividends. The Senate committee or redemption of stock is “essentially equiv 
report related that in lieu of the approach alent” to a taxable dividend depends upon 
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Mr. Jones, an attorney and a CPA, 
is a partner in the firm 
of Frazer & Torbet, Houston. 


the “net effect” of the distribution rather 
than the motives and plans of the share 
holders of the About all that 
“net effect” doc- 
trine is that only the effect of the distribu 
tion should be considered without inquiring 
into the motives for such distribution. (See 
Northrup v. U. S., 57-1 ustc J 9307, 240 F. 
(2d) 304 (CA-2).) A close study of the 
decided however, will indicate that 
stopped inquiring into 
the “purpose” of the distributions they had 
for consideration, (See Smith v. U. S., 55-1 
ustc § 9409, 130 F. Supp. 586 (Ct. Cls.); 
John L. Sullivan, CCH Dec. 18,812, 17 TC 
1420.) More recent decisions have finally 
said simply that distributions have the “net 
effect” of dividends if they are “essentially 
equivalent” to dividends. (See Commissioner 
v. Sullivan, 54-1 ustc § 9257, 210 F. (2d) 
607 (CA-5).) In other words, the courts 
have finally come to realize that the “net 
effect” doctrine added nothing to the words 
used in the Code. 


corporation. 
can be said today of the 


cases, 


the courts never 


Until recently it had always been taken 
ior granted that Section 115(g)(1) of the 
1939 Code was limited in its scope of appli- 
cation to only the individual or individuals 
whose redeemed or 
One recent decision of the Tax Court of the 
United States, Joseph R. Holsey, CCH Dec. 
22,522, 28 TC —, No. 107 (on appeal CA-3), 
has definitely held, and another, Lows H. 
Zipp, CCH Dec. 22,358, 28 TC —, No. 32 
(on appeal CA-6), may have held that Sec- 
tion 115(g)(1) of the 1939 Code could oper- 
ate to give rise to taxable income to share- 


stock was canceled. 


holders other than those whose stock was 
redeemed or canceled. To Say the least, this 
is an entirely new approach, and whether 
the Holsey and Zipp cases were correctly 
or incorrectly decided, their possible far- 
reaching effect should be carefully considered. 


The Zipp case dealt with an involved set 
of facts and resulted in a somewhat con- 
fusing and perplexing opinion. All of the 
stock of a corporation was owned by Louis 
Zipp and his two sons, Bernard and Mon- 
roe. In 1947, Louis ostensibly made a gift 
of 23 of his 48 shares to each of his two 
sons, Although Louis filed a gift tax return 
covering the year 1947 evidencing the gifts 
of these shares, the Tax Court found as a 
fact that these ostensible gifts were a sham 
and that Louis did not give up dominion 
and control of the 46 shares until the year 
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1950. During the early part of the year 
1950, there were arguments between Louis 
and his sons about the operations of the 
corporation. On May 29, 1950, after the 
sons had been instrumental in securing for 
the corporation an outside loan of $75,000, 
Louis Zipp entered into a contract with the 
corporation whereunder he agreed to sell to 
the corportaion two shares of stock for a 
total consideration of $93,782.50, consisting 
of $75,000 cash, cancellation of a personal 
obligation in the amount of $16,682.50, and 
an automobile valued at $2,100, 


Although the father on the one hand and 
the two sons on the other had diverse in 
terests in the factual findings, the Zipp 
were consolidated for hearing. The 
court stated that the questions to be de- 
cided were as follows: (1) whether Louis 
Zipp made gifts in 1947 to his sons of 4 
shares of his stock; (2) whether, in 1950, a 
payment of $93,782.50 by the corporation to 
Louis Zipp was either consideration for his 
withdrawal from management of the cor 
poration, surrender of rights to future in- 
come, and various noninterference covenants, 


cases 


so as to constitute ordinary income, or was 
payment for his stock resulting in capital 
gain; (3) whether, as a result of the cor- 
poration’s payment to Louis Zipp, each of 
his sons constructively received taxable divi 
dends. A fourth issue involved the statute 
of limitations 


In his deficiency notice to Louis Zipp, the 
Commissioner stated in part: “It is held 
further that $93,762.50 of the amount re- 
ceived is taxable as dividends under Section 
115(a) and/or Section 115(g) of the Inter 
nal Revenue Code, and that the capital gain 
provisions of Section 117 of the Internal 
Revenue Code do not apply.” In his defi 
ciency notice to each of the two sons, the 
Commissioner’s explanation attached to the 
deficiency notice stated in part: “(a) It is 
determined that the following amounts were 
withdrawn from The Paramount Steel and 
Supply Company during the taxable year 
1950 by Louis H. Zipp in payment for 46 
shares of the corporation’s capital stock, 
which shares were acquired by you [Bernard 
Zipp] and your brother, Monroe Zipp, from 
Louis H. Zipp in the year 1947: 

“Since you held 23 of these 46 shares, it 


is determined that 50% of the above amount, 
or $46,891.25, is taxable to you as a dividend.” 


Complexity of Opinion 


The Tax Court had no trouble in finding, 
with respect to Louis Zipp, that the entire 
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The tax upon land values (Single 

Tax) is the most just and equal of 

all taxes. It is the taking by 

the community, for the use of the 
community, of that value which 

is the creation of the community.— 
Henry George in Progress and Poverty. 


amount of the proceeds he received was 
consideration for the 48 shares of 
that he than for two 
shares as provided in the written contract, 
and that the gain on the sale was taxable 
to him as The question of 
whether any part of the proceeds was tax- 
able Section 115(a) or 115(g) 


theretore unnecessary, 


sale of 


stock owned, rather 


capital gain. 


under was 


Having decided that Louis Zipp sold all 
of his 48 shares of stock .to the 
on May 29, 1950, and realized 
only capital gain, the Tax Court then had 
to consider whether the transaction resulted 
in the constructive receipt of dividends by 
Monroe and Bernard in the year 1950. The 
perplexing part about the Zipp case is that 
the reason stated in the deficiency notices 
and the reason stated by the Tax Court in 
holding that dividends 
received do not seem to be in accord 


two sons 
therefore 


constructive were 


The 


Commissioner apparently contended that 


Monroe and Bernard had become owners 


ot the 46 shares of 


stock during the year 
1947, but that they 


to use in 


were withdrawing sums 
payment for these shares in the 
1950. It that 
although the sums withdrawn were paid to 
Louis Zipp, the sons received constructive 
dividends upon the withdrawals. Although 
it is hard to tell just what theory the Tax 
Court actually did use in finding that the 
two sons received dividend income in the 
year 1950, the court certainly did not find 
that the sons came into ownership of the 
stock prior to May 29, 1950 


vear was therefore reasoned 


The reasoning of the Tax Court, in hold- 
ing that Monroe and Bernard Zipp realized 
dividend income in 1950, is apparently 
summed up in the following words: 


“Since Paramount 
trolled corporation, 


complete 


was a_ family-con- 
and came under the 
Monroe and Bernard 
on May 29th, it was possible for them to 


control of 


In effect, they caused 
Paramount's cash to be distributed for their 
benefit, i 


proceed as they did. 


purchase all of Louis’ 
stock. ... The arrangements had the same 
effect as though the sole stockholders had 
withdrawn funds from their 


e., to 


Paramount for 


Stock Redemptions 


Such withdrawals 
dividends to Monroe 


and_ benefit. 


be taxable as 


own use 
would 
and Bernard.’ 

While nowhere in the opinion does the 
court say so, it appears that the only way 
that its language can make sense is to 
interpret such language to mean that in 
the sons individually first purchased 
the stock from their father and, after the 
purchase, in effect declared unto themselves 
a dividend, the proceeds of which were used 
to pay their father for the stock that they had 
previously purchased. Otherwise, if the 
dividend had preceded the purchase, at 
least that portion of the dividend attribut- 
able to his 48 would 
directly to the and the 
part of it, 


tact 


shares have 


father 


gone 
would 
con- 


sons 
not have received any 
structively or otherwise. 

It is extremely hard to follow the court’s 
statement that the arrangements had the 
same effect as though the sole stockholders 
Paramount for 
The sums were 


had withdrawn funds from 
their own use and benefit. 
undoubtedly withdrawn for the use and 
benefit of Louis Zipp. He received the 
entire amount of the withdrawals as a result 
that was made 


rporation, 


ot a contract between him- 
self and the 


individually were 


to which the sons 
not parties. A great deal 
into the fact-finding to be 
able possibly to support the conclusion of 
the court. Everything 
much clearer if the 


has to be read 
have been 
court had simply found 
as a fact that the sons first purchased the 
stock and then declared unto themselves 
a dividend, and that the contract between 
the father and the corporation was a sham 
and should be completely disregarded. The 
case could then be dismissed as having no 


would 


importance in deciding other cases. 


Iverson Case Cited in Zipp 

The cases cited by the Tax Court in ap- 
parent support of its conclusion in the Zipp 
case are of little help, since the facts of all 
of such cases are clearly distinguishable 
The first cited case was Ruphane B. Iverson, 
CCH Dec. 8372, 29 BTA 863. The Iverson 
involved a situation in which one of 
two stockholders on May 19, 1925, individ- 
ually purchased the 50,000 shares of stock 
owned by the other stockholder. After the 
purchase had been made, Iverson was ad- 
vised that if the matter had been properly 
handled, it could have been fixed so that 
he would not be liable for any taxes on the 
money withdrawn from the 
pay for the purchased stock 
meeting of the trustees of the 


case 


corporation to 

ee 
At a special 
corporation, 
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held in January, 1926, Iverson offered t 
assign his interest under the stock-purchase 
contract to the corporation in consideration 
of the corporation undertaking to perform 
according to the terms and without the 
corporation binding itself further than Iver 
son had bound himself thereby, The pet! 
tioner argued that the transactions should 
be considered as having the same effect 
as if the corporation had first purchased 
the stock directly in its own name 


The Board otf Tax Appeals found as a 
fact that under the existing law of the State 
of Washington, a corporation was empow 
ered to own the stock of another corpora 
tion but was without power to acquire its 
own stock. Further, of the $102,600.67 of 
dividends declared by the corporation dur 
ing the latter part of the year 1925, the 
taxable involved, all but $32,000 was 
paid directly to [verson. The board held 
that Iverson was the actual recipient of 
part of the dividends paid by the corpora 
tion and the sole beneficiary of the remainder 


year 


Wall v. U.S. 


Another Cast 
the Zipp case, 


its decision, 


cited by the Tax Court in 
apparently as authority for 
Wall v. U. S., 47-2 
(2d) 462 (CCA-4). Th 
involved a situation where the 
who originally owned 50 per cent 
stock of a corporation, in 1937 ac 
quired the remaining stock for cash 
notes, pledging the purchased stock with 
two trustees to be held by them as security 
for the Wall personally made the 
down payment of $6,700 i 
the first note installment, which matured in the 
1938. In January, 1939, Wall entered 
agreement with the corporation 
latter agreed to pay the re 
as they matured, and Wall 
in turn transferred to the corporation his 
equity in the stock then held by the trustees 
The corporation then entered the stock on 
its books as treasury stock and charged 
itself with the assumed liability in the sum 
of $60,000. The corporation paid the second 
note installment in the vear ‘1939, and the 
Commissioner, relving on Section 115(g) of 
the 1939 Code, held that the amount of the 
note installment payment was taxable to 
Wall as a dividend. In sustaining the Com- 
missioner and the lower federal district 
court, the United States Court of Appeals 
for the Fourth Circuit said: 


was 
79395, 164 F 

Wall case 
taxpayer, 
of the 


USTC 


and 


notes 
and also paid 
vear 
mto an 
whereby the 


maining notes 


“The controlling fact in this situation was 
that Wall was under an obligation to pay 
Coleman $5,000 in the tax vear that 
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Rosedale paid his indebtedness for Wall out 
of its surplus. Wall owned or con- 
trolled 100 per cent. of Rosedale prior to 
his transfer of his equity in the stock to 
Rosedale, and he continued to own or con- 
trol 100 per cent. of Rosedale’s outstanding 
stock after the transfer.” 


lo the taxpayer’s argument that the two 
should be treated as part of a 
transaction Coleman sold 
his stock to intervention 
of Wall, the answered: “This argu 
ment must rejected. In the first 
place, the effect of the two transactions is 
not identical to the situation that would 
have arisen had the stock been purchased 
directly by for in that 
obligation would have been in 
Wall. As it actually was, he did 
incur such an obligation to Coleman, and 
it is precisely the payment of that obligation 
by Rosedale which constitutes income to 
him. Wall deliberately elected to attain his 
objective by distinet transactions and 
that he was merely 
agent for 


transters 
whereby 
without 


single 
R« ssedale 
court 

also be 


Rosedale, event no 
personal 


curred by 


two 
there is no evidence 


acting as an Rosedale when he 


made the purchase 


Thus, following the rationale of HW all 
U. S., the Tax Court could not possibly 
hold as it did in the Ztpp case without com- 
pletely disregarding the contract of Louis 
Zipp directly with the corporation 


Other Cases Cited 


Two other 


Paramount-Richards 
Theatres v. Commissioner, 46-1 ustc § 9170, 
153 F. (2d) 602 (CCA-5), and Bvers z 
Commissioner, 52-2 ustc § 9511, 199 F. (2d) 
273 (CA-8), were 
rule that the 
earnings “serving the ends of a stockholder” 
may dividend to stock 
holder, even though there is not the formal 
itv of a dividend declaration 
neither of these cases involved situations 
where stock had been redeemed or can- 
celed and could have no possible bearing 
on Section 115(z) of the 1939 Code, con- 
sideration of such cases is of little benefit 
in this discussion. It has long been agreed 
that each case involving the constructive 
receipt of dividends must be considered in 
the light of its individual facts. 


cases, 


cited as supporting the 
disbursement of corporate 


constitute a such 


Inasmuch as 


To add further to the confusion of the 
Zipp case, the advance sheet version of the 
opinion reads in part as follows: 
Paramount had accumulated earned surplus 
in the amount of $93,790.90, it must be 
concluded that the payment of $93,782.50 by 


“Since 
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constituted taxable dividends 
constructively received by Monroe and Ber 
nard in 1950, in the amount of $46,891.25, 
under 115(b), 1939 Code.” 
Since Section 115(b) deals with “Source of 
and could have no possible 
ipplication, it cannot be known definitely 
it this time i 
tended to be 
r Section 


Paramount 


each, section 


Distributions” 


whether the decision 
controlled by Section 
L15(2) of the 1939 Code. 


Was In 
115(a) 


Facts in Holsey Case 


opinion of the Tax Court in the 


ol J seph R H SCV, above, at 


cited 

ast is not so 
in the Zipp Cast 
was decided unde 
115(@2)(1) ot the Code Che 
that the question for decision 
whether the payment by the corporation out 
made at such time and in 
as to be essentially equivalent 
to the distribution of a dividend. Strangely, 
although the decision in the Zipp case had 
been filed more 


the I] sey 


, 
ipp ci 


ambiguous as thie 
Clearly, the Holse 


the provisions of Section 


opinion 
Case 
1939 court 
said Was 
if earnings was 


such mannet 


than three months earlier, 


opinion did not mention the 


The Holsey case involved a factual situa- 
tion where the owner of 50 per cent of the 
stock of i 2 R Holsey Sales 
personally owned an option to 
purchase for the sum of $80,000 the remain 
outstanding 
exercising the pur 


outstanding 
Company 
ing 50 per cent of the shares 
Instead of personally 
Holsey assigned the 
corporation, which purchased 
pursuant to the terms of the 
option agreement. As a result of the 
cise of the purchase option by the corpora 


chase opti mn 
rights to the 


the stock 


option, 


exel 


tion, Holsey was left as the sole owner of 
all of the of stock ot 
the corporation 


shares 
In holding that the pay 
ment by the corporation was made at such 
time and in such manner as to be essentially 
equivalent to the distribution of a dividend, 
the Tax Court said: 


outstanding 


“The assignment of the option contract 

R. Holsey Sales Company was clearly 
that 
exercise of the 
hat was executed for petitioner’s personal 
benefit The 
and did secure for petitioner exactly 


purpose of having 


$80,000) in 


company 
option 
payment was intended to 
secure 
vhat it 
it he made the payment personally, namely, 
all of the stock in J. R. Holsey Sales Com 
Clearly the net effect of the 


was always intended he should get 


pany. trans 
1 


action was the distribution of a dividend 


to petitioner 


Stock Redemptions 


Thus, while the court seemed to have no 
dithiculty in that the $80,000 pay- 
ment for the personal benefit of 
Holsey, it is vet a little hard to understand 
exactly just how Holsey benefited to 
the extent of $80,000 when he in fact ended 
up with no part of the money 


1 
hnamg 


Was made 


Was 


Court Follows Tucker Reasoning 

In the Holsey case, the taxpayer’s counsel 
brief that the 
not made in satisfaction of 
obligation of the taxpayer and that 
like Wall v. U. S., cited above, Lowenthal 7 
Commissioner, 48-2 ustc § 9345, 169 F. (2d) 
694 (CA-7), Woodworth v 
stoner, 55-1 218 F 
(CA-6), should be distinguished Lhe 
retorted that there 
personal-obligation 
purely a 


argued on payments were 


any personal 


Cases 


and 
ustc § 9183, 
court 
was no merit in the 
argument, because the 

| 


test is “benefit” test he Tax 
Court 
earlier case of 
20,627, 23 TC 


266 F. 


case, the 


follow its reasoning in the 
Earle F. Tucker, CCH Dec 
115, rev'd, 55-2 © 9700, 
(2d) 177 (CA-8). In the Holse 
Tax Court admitted that the 
rationale of the opinion of the Eighth C 
cuit in the oppose: 
opinion expressed, but it 
to follow the 
The H sey case has been 
Yale Law Journal 112 rhe 
case note, while recognizing th 


chose to 


UST( 


Tucker case was 
therein 


reasoning the cir 


represents a departure trom 
the opinion 


did not reach an 


Case 
1 


law, nevertheless voice 


the case unreason. 
resukt,. “. . since such 

motivated by the 
stockholder 
to the author 


construed to 


advantage 


inevitably 
be gained from shifts in con 
trol... ,” and it appears 


that Holsey should be 


taxation of all 


require 


shareholders whose propor 


! 


tionate interests are increased by stock re 


demptions. Even if it can be said 
shift in 
cient to engender a taxable 
wckholders, 
approach, this 


that all purchases of stockholder 


stockholder alone 
dividend 


which In 


control is 


surviving st 


a novel reasoning assumes 
interests 
by close corporations result in 

stockholder : 


course, 


control 


does no 
example, if there are four eaual st 
holders and the corporation purchases the 


shares owned by only one of them, the 


surviving three stockholders merely become 
owners of the ocl 


larger percentage 


a smaller corps without 


“ot , 
ation, 


1 


stockholder contro! The only stock! 


vho realizes any economic benefit 





1 1 


the withdrawing stockholde: 


takes his equity in the corpora- 


t 
uit 


Ray Edenfield 
n Ray Edenfie 


13, ac ] 195 


the then-outstanding shares 
1943. On June 
a prearranged agree- 


yn on June 17, 


ration purchased the re- 
mainder of the outstanding shares from the 
old stockholders and gave as consideration 
therefor its second-mortgage notes. In 
l hen the corporation made pay- 


Com- 


later years W 


ments on notes, the 


mortgage 
that 


essentially eq t the 
| 


missioner payments were 
distribution of 
dividends on the stock of the company. In 
holding that 


taxable as a 


-L, 
such 
} 


no part of such payments was 
id to the peti 

it required no citation 
establish that 


tion did not 


+ ner } 
wroner, rie 


divid 
payments on 
corpora result 
the petitioner. The court 
petitioner did no time 
he stock which was re- 

Was never transferred to him 
ver assumed any personal 
It was not even 
r might have 
hese payments 


rigage. 


the pet 


Fk Fh Ase an 
that in both Zipp 
cases the Tax Court has, with- 
“ting } ~ -omnp! > afk 
ing the case, completely aban- 


appear 


reasoning in the earlier case of 
-her, CCH Dec. 5723, 18 BTA 632, 


In tl 


t time 


excerpts fron 


May 19, 1919, in 
1e between Frees 
that it was 
a means 

several cy 
ywned by 
shows, 
cor- 


all payments for Free t in the 
he f s of those 


poration 


vere made 
companies. Phe 


cancellatior r the old 


rth 


«1 : ae > 
stock certificates and t 


1 


le issuance of 
stock- 


corporations did not 


Frees 
new certincates ‘ the remaining 
holders in the 


442 June, 


1958 


serve to increase the value o 
Each stockholder merely owned 
of stock, worth in the 
same as before tl 
rees stock. 
“Whatever gai 


was derived acct 


aggregate, 


action 
Ws ¢ 


} 
} 
holde r 


Hatc h 


Other Cases Discussed 
In Fred F. Fischer, CCH Dec. 15,79 
6 TCM 520, where the petitioner agreed t 
} stock of 


buy or to secure bu 


remaini 
remain- 
ing sharel benefited 
indirectly by 


the co 


1 
Snares, 


any advan- 
tage can 1 
tioner from 
Mrs. Rhodes 
of a kind wh 
any part of 


to a const! 


mmission 
pt the language 

* Appeals for th 
Woodruff v. ¢ 
131 F. (2d) 


taxpayer has 


LIMES ST 
479 to th 
two method 


legal 


he may attain a desired 


ir ¢ 


ative for 
} 


regard to tl 


' rened 1 term 
pursued is determ 


without 
tax results would have attac! 


le tact 


; Pah? Ces 
lative proceaure 


] 


reasoning would 


( 
Commissioner's d 
Holsey. It 

| Commissioner 
the technical-procedure 
Rev. Rul. 54-458, 19: 
missi f 
54-2 ustT¢ 
Rev. Rul. 


ymMmissioner 
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Though the people support 

the government the government 
should not support 

the people.—Grover Cleveland. 


Rul. 54-458 was equa 


C axpayer’s 
CCH Dec. 5720, 


oO. wher 


Stock Redemptions 





the Zipp brothers will have a tax basis of 
approximately $94,000 in the stock of a 
corporation that had a book value of less 
than $1,000 immediately after the trans- 
action was consummated. 
if the Tax Court’s decision is correct, it 
means that if the corporation had been 
disssolved immediately after May 29, 1950, 
the Zipp brothers would have realized or- 
dinary dividend income of $93,782.50 result- 
ing from the sale of the Louis 
Zipp on May 29, 1950, and a capital loss 
of approximately the same amount upon 
the subsequent immediate dissolution of the 
corporation. So viewed, the result of the de- 
The 
Tax Court's decision 
in Ztpp and in Holsey is that one sale gave 
rise to taxable 


In other words, 


stock by 


cision seems little short of ridiculous. 
practical effect of the 


two 
different taxpayers, that is, the seller realized 
capital gain on the income that he received, 
and the surviving stockholder realized ordi- 


income on the part of 


nary dividend income equal to the purchase 


price of the stock, which he did not receive 


Although the law in this field is not yet 
well settled, it appears certain, after Rev. 
Rul, 57-353, that the Commissioner intends 
to look closely at all buy-out agreements 
where close corporations redeem shares of 
their stock, with a view toward im- 
posing immediate tax liabilities on the 
surviving stockholders. There was an earlier 
hint of this in Rev. Rul. 54-458. Thus ap- 
prised, prospective surviving stockholders 
should take all possible precautions against 
imposition of such unwanted dividend income 
In any corporate stock buy-out agreement, 
the record should clearly show that al/ negotia 
conducted 
corporation and the selling stockholder and 
that the 


own 


tions are between the buying 


surviving stockholder or stock 
holders, as individuals, are not in any way 
parties to the transaction In addition, it 
may help to be able to show some legitimate 
corporate business purpose for making the 
purchase. In doubtful situations it may be 
desirable to try to obtain advance favorable 
rulings from the Internal Revenue Service 


[The End] 


AMERICA’S CHIEF EXPORT: TOURISTS 


That the free flow of American 
money into foreign countries provides 
the world with an important economic 
boost is not particularly surprising; 
what is however, is the 


source that supplies most of it. Some 


surprising, 


interesting statistics recently brought 
out by the Department of Commerce 
that nowadays, the greatest 
single item bringing American money 
into other lands is travel, which in 
1956 brought almost $1.6 billion. Not 
even petroleum, the No. 1 import that 
the United States spent $1.5 billion on 
last year, or coffee, costing $1.4 bil- 
lion, can quite match it. 


show 


Travel expenditures for 1957 are 
expected to reach a high of $1.9 billion 


Since 1950, American travel to for- 
eign countries has almost doubled in 
spite of 
higher 


conditions, 
that ex- 


uncertain economic 


prices and the fact 


pansion in travel is shooting far ahead 
1 
i 


of the growth in 


mcome., 


average persona 


received $340 million and 
Mexico almost $300 million from 
United States citizens im 1957, and 
the two countries together accounted 
for almost 40 per cent of total ex- 


penditures. Countries in western Europe 


Canada 


June, 


1958 @ 


were recipients of approximately $500 
million, most of it going to France, 
the United Kingdom and Italy. 


benefits monetarily from 
United States commercial 
airlines and ships earned an estimated 
$330 million in 1957, and 
this country spent almost $800 million 
in 1956—more than America rec: 
from chief exports such as electrical 
equipment and machinery, or cotton 


America 
travel, too. 


visitors to 


ived 


Not all of the travelers go abroad 
for tourist purposes — approximately 
one out of every eight goes for busi 
This is further evidence 
of the importance of foreign trade to 
the American economy, since in 1956 
almost 1.25 million American residents 
made trips overseas. Too, 
pressive number does not 
government personnel, thet 
ents, or travelers on cruises 


ness reasons, 


this im 
include 
depend 
As recently as 1950, American travel 
expenditures to foreign countries 
amounted to little over $1 billion—a 
figure that is about half of 
American tourists are spending today 


1 
what 


In 1957, foreign carriers alone earned 
over $250 million by transporting 
United States citizens to 
Mexico and abroad. 


Canada, 
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Libson Shops: 
A Study in Semantics 


By MORTON LEVINE and LOUIS PETTA 


What is the ‘‘continuity of business enterprise’ doctrine? 

What are its limitations, if any? The authors answer these questions 

and determine the correct view, in their opinion, of the Supreme Court's 
seemingly conflicting language in the Libson Shops decision. 

They also analyze what the Libson case stands for under the 1939 Code 
and determine where it belongs under current law. 


( N MAY 27, 1957, the Supreme Court is article is an attempt 


decided the Lthson case. Since that the authors to answer questions 
time numerous tax articles have been writ- and to determine which of ie divergent 
ten which have summarily dismissed the views is the correct on hall attempt 


opinion as being overruled by Sections 381 to analyze what the 
and 382 of the 1954 Code. We understand, under the 1939 Code a W 
however, that there is a substantial body it belon inder current law, -ularl 


artic é 
of opinion in the Treasury Department which . the transacti covered by 
feels that Lthbson has catapulted a new theory transactions it 
into the loss carry-over area which must which the ownership of a corporation does 
be superimposed on Sections 381 and 382, changes take place 11 
and even upon transactions falling without he f the corporation. 


lese sections. 


core of the controweres is the Com’s fateiie- tie Com 

the basis of a “con The petitioner was inco 
enterprise” doctrine. Whi sourt in 1946 to provid 
d ? 7 


loctrine What are its limits, if an vices for 16 sales c rpot 


inability to find clear answers to ‘ about the same time. EF: 


V 
h 


e tion owned and operated 
“ 4 ak |: ] 

Supreme Court’s use or approval of lan- store. The capital stock of 
guage such as “the taxpayer,” “essentially 15 of the 16 sales corpor 


above questions may be attributable to t 


a continuing enterprise,” “continuity of busi- by eight individuals, six of whom held 84.30 


ness enterprise,” “same taxable enterprise,” per cent and two of 


“substantially the same businesses, 


” 1 


“single cent of each of the 
business,” without indicating clearly whether capital stock of 


ese phrases are used interchangeably or to tion was he 


aracterize different 


were met 
the government's hree of the sales 
argument” without adequately net operating loss carry 
ig what the argument was and to what losses sustained by them prior 


extent it was adopted by the Court. Recent r. They continued to sustain | 


losses 
] 


lecisions citing Libson make it evident that t In the taxable period foll 
the courts will have difficulty in analyzing | nerger, the petitioner deduc 
the language.” carry-overs sustained prior to the 
1 Libson Shops, Inc Koehler, 57-1 ust ustc © 10,050 (CA-7): ef. F. C. Donovan, Ince. 1 
7 9691, 77 S. Ct. 990 U. S., 58-1 uste § 9273 (DC Mass.), referred to 
? Note broad reference to Libson language in below at footnotes 15. 17 and 21 
Patten Fine Papers, Inc. v. Commissioner, 57-2 
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The authors are associates 

in the law firm of Bernard E. Singer, 
New York. They gratefully acknowledge 
Mr. Singer's valuable assistance 

in the preparation of this article. 


together with the losses sustained after the 
The Commissioner disallowed the 
sustained prior to the merger, but 
evidently did not challenge the deductibility 
of the losses sustained after the merger. 
The 


in the 


merger, 


ke ysses 


action was upheld 
and in the circuit 
appealed to the 
Court, and the 


Commissioner’s 
district court 

court... The petitioner 
United States Supreme 
Supreme Court affirmed. 


Analysis of Supreme Court Decision 


Issue before the Court.—In its opening 
sentences, the Court points out that the 
petitioner right to deduct its 
predecessors’ operating loss carry-overs on 
122(b)(2)(C) of the 1939 Code, 
which provides that if “the taxpayer” has 
a net operating loss, such a net operating 
loss shall be a net operating loss carry-over 
for each of three The 
Court then explained the issue before it. 
It stated: 


based its 


Section 


successive years. 


“The controversy centers on the meaning 
of ‘the taxpayer’. The contentions of 
the parties require us to decide whether it 
can be said that petitioner, a combination 


of 16 sales businesses, is ‘the taxpayer’ 


having the pre-merger losses of three of 


those businesses.” (Italics supplied.) 


We emphasize that the only issue before 
the Court was whether the petitioner was 
“the taxpayer” sustaining the premerger 
losses. We feel that by keeping this issue 
in the forefront, the can be _ better 
understood. Every further statement of the 
Court must be being directed to 
answering the what it was “re- 
quire[d] to decide.” 


case 


read as 
issue of 


Tests offered to determine whether peti- 
tioner was “the taxpayer.”—The govern- 
ment offered a negative test to determine 
whether petitioner was “the taxpayer.” It 
stated that under no circumstances could 
separately chartered corporations be con- 

' 55-1 uste © 9458 (DC Mo.) 

‘56-1 ustc § 9216, 229 F. (2d) 220 (CA-8) 

* The words ‘this issue’’ do not refer to the 
underlying issue as to whether the petitioner is 
“the taxpayer,’’ but rather to the separately 
chartered corporation v. statutory merger tests 
offered by the government and the petitioner 
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sidered the same taxpayer. The petitioner 
contended that separately chartered corpo- 
rations could be the same taxpayer, if a 
successor corporation resulting from the 
statutory merger of its predecessors suc- 
ceeds to the legal attributes of the merged 
corporations by operation of state law. The 
Court said that it was unnecessary to dis- 
cuss “this issue © since an alternative argu- 
ment made by the Government is dispositive 
of this case.” 


Alternative argument.—The Court then 
presented and commented upon the govern 
ment’s alternative argument, which it stated 
was dispositive of the case: 

“The Government contends that the carry- 
over privilege is not available unless there 
is a continuity of business enterprise. It 
argues that the prior year’s loss can be 
offset against the current year’s income 
only to the extent that this income is de- 
rived from the operation of substantially 
the same business which produced the loss. 
Only to that extent is the same ‘taxpayer’ 
involved.” 

The above-quoted language leaves many 
questions unanswered. The Court refers 
to a continuity-of-business-enterprise re- 
quirement only superficially, without indi- 
cating its limits, if any. Are those words 
a yardstick to determine whether a successor 
corporation is “the taxpayer” with respect 
to the losses of its predecessors; or do they 
indicate a doctrine to be applied irrespec- 
tive of the identity of “the taxpayer,” that 
is, in the case of one taxpayer having two 
businesses, profitable and the other 
unprofitable ? 


one 


Commissioner’s brief.—Since the Court 
stated it was adopting the government’s 
“alternative argument,” an examination of 
the government’s brief on this point may 
provide some clarification. The brief pre- 
sents two major arguments as to why the 
petitioner was not entitled to deduct the 
premerger losses of its predecessors. The 
headings to these arguments are: 


“A. Since taxpayer corporation is not the 
taxable entity which sustained the losses, it 
is not entitled to carry over and deduct 
the losses.” * 

“B. Even if regarded as the same tax- 
able entity as its predecessors, taxpayer is 


In reality, the Court rejected both tests as deter- 
minative of the underlying issue by approving 
Newmarket Manufacturing Company v. U. 8., 
56-1 uste { 9540, 233 F (2d) 493 (CA-1), discussed 
in detail in the text, and by deciding against 
the petitioner in the case at bar 

* Brief for the Respondent, p. 9 
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not entitled to the claimed operating loss 
deduction since its business was not the 
same.’ 


a7 


\rgument A is presented under three 
subdivisions and runs 32 pages; argument 
B has no subdivisions and runs seven pages. 

Although one might expect to find the 
continuity-of-business-enterprise doctrine pre- 
sented only under the second heading, 
actually the government adverts to it under 
both headings. Under heading A, the Com- 
missioner argues that the deduction granted 
by Section 122 is only available to the 
same taxpayer which sustains the loss and 
that separately chartered corporations, amal- 
gamated by way of statutory mergers, are 
1ot the taxpayer. This argument 
brings him in conflict with the decisions in 
Stanton Brewery,” Koppers® and Newmarket, 
cited at footnote 5, which all involved sepa- 
rately chartered corporations. He attempts 
to distinguish these cases on the ground of 
continuity of business. 
under heading A that these cases were cor- 
rectly decided because continuity of busi- 
made the corporation the 
same taxpayer as its predecessor, while the 
petitioner in Libson is not “the taxpayer” 


same 


In essence he argues 


ness successor 


because there was no continuity of business 
between it and its predecessor corporations. 
Despite the unambiguous heading to argu- 
ment B, the argument as to continuity of 
business actually made by the government 
under argument B was merely a repetition 
of or, at best, a_ further 
argument A. 


expansion of 


After carefully studying the government’s 
brief, it is the conclusion of the authors 
that the “alternative argument” under head- 
ing B is in reality a fourth subdivision of 
heading A, 
argument.” 


though set forth as a separate 


Thus, in our opinion, the con- 


™ Brief for the Respondent, p. 41 

8 Stanton Brewery, Inc. v. Commissioner, 49-2 
ustc © 5941, 176 F. (2d) 573 (CA-2) 

* Koppers Company v. U.S 
134 F. Supp. 290 (Ct. Cls.) 

” Despite the heading to the alternative argu- 
ment that the continuity-of-business test is to 
be applied regardless of the identity of the tax- 
payer, this broad approach is abandoned, and 
the brief actually argues that the continuity test 
is a method of determining whether separate 
corporations can be an identical taxpayer 

“While the several corporations were con- 
verted into a single entity by virtue of the mer- 
ger, that entity was neither the same corporate 
entity nor the same business entity which ex- 
perienced the pre-merger losses.'’ (Brief for 
the Respondent, pp. 43 and 44.) 

‘To allow the post-merger income of the con- 
solidated enterprise to be offset by pre-merger 
losses of some of the merged corporations would 
extend the relief granted by the carry-over pro- 


€ 49,153, 


, 55-2 ust 


Libson Shops 


tinuity-of-business-enterprise doctrine in the 
government’s brief is merely another test 
to be used to determine whether a successor 
corporation is the taxpayer as its 
predecessor. 


same 


Analysis of Continuity Doctrine 


With the brief as back- 
ground, we can better appreciate to what 
extent the Supreme Court adopted the con- 
tinuity-of-business-enterprise doctrine. We 
that the Supreme Court intended 
to apply this doctrine only to determine 
whether separately chartered corporations 
which amalgamate constitute a tax- 
payer for carry-over purposes. doc- 
trine is not operative where 
amalgamation. This conclusion is supported 
by the very language in the 
Initially, the Court stated the issue 
before it: whether the petitioner after amal- 
gamation was the same taxpayer as its 
Then the Court enunciated 
the continuity-of-business-enterprise doctrine 
and stated that “only to that extent is the 
same taxpayer involved.” These words can 
only mean that only to the extent that there 
is continuity of 


Commissioner’s 


believe 


single 
The 


there is no 


decision. 
sole 


predecess rs. 


business is a successor 
corporation the same taxpayer as its prede- 
cessors. If there is no business continuity, 
the successor corporation is a different tax- 
payer from its predecessors, and under Sec- 
tion 122 the loss carry-over is not available. 
Business exists if the business 


carried on by the corporation claiming the 


continuity 


loss is—to quote the Supreme Court—‘sub- 
as that carried 
that 


stantially the same business” 


on by the predecessor corporation 


sustained the loss 


whether ‘“sub- 
stantially the same business” 


that the 


In order to determine 


is carried on, 
ve suggest starting point be an 


visions far beyond that contemplated by Con- 
gress It would enable taxpayer to reduce its 
own average business income, which Congress 
meant to tax, by losses sustained by other taza 
payers in other businesses (Italics supplied.) 
(Brief for the Respondent, p. 44.) 

‘“‘Had the loss stores been owned and oper- 
ated by taxpayer's stockholders and then trans- 
ferred to taxpayer corporation the latter 
unquestionably could not avail itself of the 
carry-over privilege. No reason appears, nor is 
any offered by taxpayer for reaching a different 
tax result merely because the transferors were 
corporations rather than individuals. In the one 
case, as in the other, the transferors and trans- 
feree are separate business and taxable en- 
tities.”’ (Italics supplied.) (Brief for the Re- 
spondent, pp. 46 and 47.) 

The petitioner's reply brief did not point up 
the inconsistency between the heading to the 
alternative argument and the argument actually 
made under that heading 
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During the last 25 years, the 
income of the wealthiest 5 per cent 
of the population has increased 
less than the average income.—The 
Economy of the American People 
(National Planning Association). 


examination ot the business of the 


pre de 
Chis busi- 


, 
loss 


sustained th 


then be 


cessor whicl 


ld with the 


ness shou compared 
the successor corporation. It 


he business is the same, there is continuity; 


e successor 1 the same taxpayer as the 


predecessor, an ae teen Geeriin os lt 
he business is 


there is no 


not substantially the 
continuity; the 


Sallie, 
successor 18s a 
and the loss does not 


lifferent taxpayer, 


carry ove! 


In Libson, 


corporations 


three pt edecessot 
sustaining the 


the business of 


each of the 
losses were in 
retail 
successor corporation claiming 


the prede cessors’ 


operating a separate 
store. Che 
losses was in the business 
of operating 16 retail stores and providing 
Substantially 
continued by 
because the operation of 16 
different from the 
operation of one store. Thus, there was no 
and as a result the 
successor was not the taxpayer. 


them with management services 


} 
t 


the same business was not 


the successor 
stores is a business 


business continuity, 


same 


The Court’s decision in the light of the 
facts in Lthson demonstrates that there can 
never be continuity of business where two 
separately chartered corporations each operate 
a separate business and thereafter amalga 
mate, because the two businesses of the 
are different fron 
the single business of each of the preamal 
gamated that 
is where one of the 
little 
amalgamated corporation 


would continue only one business.” 


amalgamated corporation 


corporations. The only time 


there can be continuity 


corporations carries on so business 


activity that the 


As a col ary to the above, it should be 
noted that a single corporation carrying on 
several divisional 


corporations united by the 


several 
filing ot con- 
solidated returns) is considered to carry on 
a composite business. If the 
substantially 
after amalgamation, the 


businesses (or 


single com- 
continued 


business-continuity 


posite business is 


test is met, the successor and predecessor 


corporations are considered to be the same 
" Stanton Brewery, Inc v. Commissioner, 
cited at footnote 8, discussed ,above 
2 Koppers Company v. U. 8., 
note 9, discussed above. 
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taxpayer for carry-over purposes and the 


loss of the predecessor may be utilized by 


the successor.” 


The above principles, as applied to loss 
carry-overs, are equally applicable to loss 
carry-backs. Where substantially the 
business is continued, sustained 


by the successor may be carried back against 


same 


the losses 


the profits of the predecessor, because th« 
continuance of the business makes the suc 


cessor and the predecesso1 the same tax 


payer for carry-back purposes 


Limitations and Extensions 
of Continuity Doctrine 
Where the 
amalgamation situation, the 
tinuity doctrine should not 
Libson does not encroach on 
single corporation having several businesses, 


Court is not faced with an 
business-con- 
apply. Thus, 


the area of a 


some profitable and others unprofitable, for 
only 
there is no dispute as to identity. This is 


here one taxpayer is involved and 
clearly illustrated by the Court’s acceptance 
of the Koppers case. In 
ration had three wholly owned subsidiaries. 
The corporations operated different busi- 
nesses. Consolidated returns were filed tor 
group. The four 
were then merged into a newly organized 
corporation with the result that they be- 
came divisions of the new corporation. The 
Court of Claims held that the 
ganized corporation was the same_ tax 
payer as its predecessors so as to enable it 
to carry forward the 
solidated, unused excess profits tax credit 
Of course, the credit was computed by 


that case a corpo- 


the entire corporations 


newly or 


predecessors’ con 


combining all the businesses of the different 


corporations and treating the credit as that 
of one taxpaver, exactly as if one 
had one business. The credit is not divided 
on the basis of businesses, but 
undivided 


taxpayel 


remains ai 


entire credit covering all th« 


businesses. 

The Supreme Court approved the result it 
the Koppers case by stating that “the corpo 
ration resulting from the merger carried on 
essentially the same taxable 
before, since the merged corporations had 
been filing consolidated tax returns.” (Italics 
supplied.) The filing of consolidated re 
turns had the effect of converting different 


enterprise as 


businesses into one taxable enterprise. The 
result of the Koppers decision is that the 
Court recognized that carry-overs do not 


% Newmarket Manufacturing Company 
’. S., cited at footnote 5, discussed above 
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flow from businesses, but from taxpayers. 
Where by filing consolidated returns there 
is the economic equivalent of one taxpayer, 
it is immaterial whether the carry-over 
resulted from one business or several busi- 
nesses of that taxpayer.“ The filing of 
consolidated returns for several corporations 
having different businesses is analogous to 
corporation having different divi- 
sional businesses. Since the Court in Ltbson 
recognized that a from several 
businesses in a Koppers-type consolidation 


a single 
carry-over 


need not be split up on a separate-business 
basis, we cannot conceive of a court split- 
ting up a carry-over where a single corpo- 


ration carries on several businesses. 


Parenthetically, even in Libson, the govern- 
ment did not claim that a single corporation 
could not offset the profits of some of its 
divisional businesses against the losses of 
other divisional businesses, because it did 
right to offset the 
losses of the three 


against the postmerger profits of the profit 


not challenge Libson’s 


postmerger loss stores 
stores.’ 

Another area in which the business-con- 
tinuity doctrine must be considered is where 
a corporation having a profitable business 
is amalgamated with a corporation having 
a loss business, and the loss corporation is 
The _ business- 
continuity doctrine would prevent the sur- 
viving corporation from carrying back its 
loss against the profits of the predecessor, 


the surviving corporation. 





™Cf. cases in the consolidated-return area 


Handy & Harman v. Burnet, 2 vustc © 826, 52 
S. Ct. 51 (1931): Duke Power Company v. Com- 
missioner, 2 ustc © 592, 44 F. (2d) 543 (CA-4, 
1930), cert. den., 282 U. S. 903; Atlantic City 
Electric Company v. Commissioner, 3 ustc © 1046, 
288 U.S. 152 (1933) 

‘The purpose of § 240 was, by means of con- 
solidated returns, to require taxes to be levied 
according to the true net income and invested 
capital resulting from and emploved in a single 
business enterprise even though it was con- 
ducted by means of more than one corporation.”’ 
(Handy & Harman v. Burnet, cited above, at 
p. 52.) 

%In F. C. Donovan, Inc., cited at footnote 2, 
the Commissioner allowed the taxpayer to carry 
back its 1947 plastics division loss against its 
1945 leather business profit. See footnote 17 for 
detailed discussion 

1% As the government acknowledged in its brief 
at p. 34, this places a premium on the form of 
amalgamation. This certainly was one of the 
policy considerations which caused Congress to 
enact Sec. 381. See footnote 25 

"Cf. F. C. Donovan, Inc., cited at footnote 2, 
an amalgamation case via liquidation rather 
than merger. In this case the taxpayer in 1945 
was engaged in the leather business and filed 
a 1945 consolidated return with its wholly 
owned subsidiary which was engaged in the 
plastics business. In 1946 separate returns 


Libson Shops 


for the business, after amalgamation, is not 
substantially the same as the business which 
produced the Thus, the surviving 
corporation is a different taxpayer from its 
predecessor, and under Section 122 the loss 
cannot be carried back. The 
loss of the survivor, however, can be offset 
against all of its earnings after amalga- 
mation even if these earnings arise from the 


loss. 


carry-over 


business formerly carried on by the acquired 


corporation. 
trine has no application in this area because 
the surviving corporation is the 
payer that sustained the 
same taxpayer 
business-continuity 


The business-continuity doc- 

same tax- 
and is the 
income. The 


loss 
earning the 
doctrine 
searching for the 
“the taxpayer.” Here there is no 
as to its identity. In Libson, had the profit 
corporations merged into the 
Court might very 
reached an opposite conclusion, for 
corporations would then 
setting their own losses against their own 
postamalgamation income.’ 


only applies 
identity of 


dispute 


when we are 


loss corpo- 
well have 
the loss 


been off- 


rations, the 


have 


While Libson was concerned with a statu- 
tory merger situation in the opinion of the 
authors, there appears to be no reason to 
limit the business-continuity doctrine only 
to that kind of amalgamation. Logically, 
when the doctrine is applicable, it should 
apply to all amalgamations regardless of 
whether the amalgamation is accomplished 
by way of liquidation, statutory merger or 
other kind of reorganization.” 


were filed, and on December 31, 1946, the sub- 
sidiary was liquidated into the taxpayer. The 
subsidiary was formally dissolved in 1947, and 
in that same year the plastics business, while 
owned by the taxpayer (formerly owned by the 
subsidiary), sustained losses which the taxpayer 
attempted to carry back against the 1945 profits 
of the subsidiary on the theory that those prof- 
its were earned from the same business as sus- 
tained the 1947 loss. The court correctly held 
that the loss could not be carried back to the 
subsidiary'’s profits, but its reasoning is erro- 
neous The court's reasoning appears to be 
that failure to amalgamate by the statutory 
merger route prevented the from being 
carried back to the subsidiary. Actually, the 
loss could not be carried back to the subsidiary 
because two separate businesses were amalga- 
mated rather than the same business being con- 
tinued, so that the subsidiary was not the same 
taxpayer as the parent Amalgamation by 
statutory merger would not have cured this 
vital defect in the taxpayer's case, for in such 
event the facts would have been essentially the 
same as in Libson. The uniqueness of the facts 
in this case invites interesting speculation 
Had consolidated returns been filed in 1946 
the 1947 loss would have been available against 
the consolidated 1945 profits, since by consoli- 
dation both corporations would have been a 
single taxable enterprise Cf. Koppers, dis- 
cussed above. 


loss 
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The balance of the Court’s decision is 
devoted principally to an examination of 
the legislative history of Section 122 and 
other court decisions; it is entirely con- 
sistent with the above analysis. 


Legislative History 


In examining the legislative history of 
Section 122, the Court determined that 
Congress intended to aid “the taxpayer” 
who had suffered a loss by permitting the 
same taxpayer to average income over a 
period of years. It observed that there was 
no indication in the legislative history which 
permitted the averaging of the premerger 
losses of “one business” with the postmerger 
income of some “other business” which had 
been operated and taxed separately before 
the merger. It concluded: “What history 
there is suggests that Congress primarily 
was concerned with the fluctuating income 
of a single business.” 

The above is completely in accord with 
the continuity-of-business test. Where the 
“same continued after the 
merger, it is the same “taxpayer” which is 
averaging income. Conversely, where the 
successor corporation carries on some “other 
business” than its predecessor, Congress did 
not intend it to benefit from the premerger 
losses because the successor is a different 
taxpayer. A “single business” is required 
to carry over a predecessor's loss because 
unless there is a “single business,” the pre- 
decessor and successor corporations are not 
the same taxpayer. 


business” is 


It should be noted that the term “single 
business” not mean one _ particular 
business activity, but rather one taxpayer. 
This is evident from the Koppers case in 
which the court characterized the carrying 
on of different businesses by a consolidated 
group as the taxable enterprise.” 
Thus, the language “single business” must 
be understood as referring to the “same 
taxable enterprise” in which a single tax- 
payer engages simultaneously in different 
business activities. 


does 


“same 


‘ 


The above conclusion is further strengthened 
by the Court’s indication that the result 


in Libson would have been different had the 
17 corporations filed consolidated returns 
prior to the merger.” The successor corpo- 
ration would then have met the continuity- 
of-business test and have been the same 
taxpayer as the predecessor. As a result, 
the operation of 16 different businesses 
would become a “single business’ operated 
by the “same taxable enterprise” within 
the purview of the legislative history of 
Section 122. 


Stanton Brewery— 


Essentially a Continuing Enterprise 


In Stanton Brewery,” an operating com- 
pany was merged into its parent holding 
company. The parent conducted no busi- 
ness other than holding the stock of the 
subsidiary. The Second Circuit allowed the 
operating company’s excess profits credit to 
be carried over to the resulting corporation. 
The Supreme Court approved the decision 
on the ground that the resulting corpo- 
ration carried on “essentially a continuing 
enterprise.” 


Newmarket— 


One Single Business 

In Newmarket,” a Massachusetts operating 
company changed its state of incorporation 
by merging into a newly organized Delaware 
corporation, The First Circuit held that the 
losses of the successor corporation could 
be carried back and applied against the 
income of the predecessor corporation. The 
Supreme Court adopted the decision of the 
circuit court and stated that in Newmarket, 
“one single business” was involved.” 


Koppers—Stanton—Newmarket 


These cases support the authors’ analysis 


of the continuity-of-business doctrine. The 
successor and predecessor corporations were 
the same taxpayer because substantially the 
same business was continued. In Koppers 
there was continuity of business because 
the successor corporation had no separate 
preamalgamation business of its own and 
merely carried on the continuing business 
of its predecessors. Since the predecessors 





% Although consolidated returns could not 
have been filed because of the lack of a common 
parent, it would have been a simple matter to 
create a top parent holding company had the 
stockholders so desired. 

”% Cited at footnote 8 

* Cited at footnote 5. 

2 Cf. F. C. Donovan, Inc., cited at footnote 2, 
in which the court, in relying on Newmarket, 
stated: 

“If there had been a merger between Donovan 
and Plastics, the corporate entity which was 
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Plastics would have migrated into Donovan, 
and there would have been a continuance of 
the identity of the taxpayer.”’ 

This is clearly erroneous and an example of 
how the Libson case is being misunderstood 
A merger continued the identity of the taxpayer 
in Newmarket, for there only ‘‘one single busi- 
ness'’ was involved, while a merger involving 
Donovan could not have made the parent and 
subsidiary the same taxpayer because both the 
parent and the subsidiary carried on separate 
businesses. 
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filed consolidated returns, their separate 
corporate businesses were the equivalent 
of a single business for the purpose of ap- 
plying the continuity doctrine. In Stanton, 
the parent’s preamalgamation activity of 
holding stock of its subsidiary was deemed 
insubstantial for the purpose of applying 
the business-continuity test. The continu- 
ance of the subsidiary’s business provided 
the necessary continuity. In Newmarket, 
the successor corporation was inactive prior 
to amalgamation with its operating pre- 
decessor, so that only the predecessor’s 
business was continued after amalgamation 


Gallo—Continuing Enterprise 

The Gallo* involved a 
taxpayer which acquired another corpora- 
tion by statutory merger. The acquired 
corporation had a premerger unused excess 
profit credit which the successor corporation 
attempted to utilize. The Ninth Circuit 
upheld the taxpayer. The Supreme Court 
in Libson felt that the facts in Gallo were 
inconclusive, because they did not disclose 
whether or not “a continuing enterprise” 
was involved, the inference being that if 
“a continuing enterprise” had been involved, 
the Court would have treated Gallo as it 
did Koppers, Stanton and Newmarket 


case corporate 


Windfall—Same Businesses 


The Court concluded by stating that the 
carry-over provisions were not intended 
to give a “windfall” to taxpayers who 
merge over taxpayers who do not, and that 
the petitioner in Libson was not entitled to 
a carry-over since the income against which 
the carry-over was claimed was not pro- 
duced by “substantially the same businesses” 
which incurred the This is con- 
sistent with the continuity doctrine, for a 
windfall would be created under Section 122 
if the taxpayer were permitted to utilize 
an operating loss of another taxpayer. Con- 
versely, where there is continuity of busi- 
ness, there is no windfall for there is only 
one taxpayer who is merely using his own 
Libson did not 


losses. 


loss. Since carry on the 
“Same businesses” as its predecessors, there 
was no continuity of business enterprise 
and, consequently, Libson was not the same 


taxpayer as its predecessors. 


Words, Words, Words 


The Court stated that the legislative history 
of Section 122 was concerned with a “single 


business”; Koppers was approved, for it was 


the “same taxable enterprise”; the Court 
approved Stanton as “essentially a continu- 
ing enterprise’; Newmarket was adopted as 
involving “one single business”; Gallo was 
not passed upon because the Court could 
not determine whether a “continuing enter- 
prise” was involved; Libson was disapproved 
for not having “substantially the same busi- 
nesses.” It is clear that whether 
“essentially a continuing enterprise” or “one 
business” or a “continuing enter- 
prise” or a business” or the 
taxable enterprise” or “substantially the 
businesses” is only a question of 
what the label, the 

only be availed of 
sustaining them, All 
haracterizations 
of the doctrine used 
to determine corpo- 
ration is the same taxpayer as 1ts predecessors 


Libson Under 1954 Code 


As we stated, we understand that 
is a body of opinion in the Internal Revenue 
Service that feels the Libson decision enunci- 
ates a new doctrine which must be super- 
imposed on the technical statutory requirements 
of Sections 381 and 382, and 


carry-over transactions falling without those 


there is 


single 
“single “same 
same 
semantics. No 
and 
by “the taxpayer” 
labels are merely c 
continuity-of-business 


matter 


credits can 


losses 
these 


whether a successor 


1 
there 


also on loss 
sections. 

While as yet there has 
policy formed, such a theory might have the 
following results: Carry-over losses under 
Section 381 would be available only if the 
enterprise were carried on 
reorganization 


been no official 


same business 
both 


or liquidation 


and after the 

Libs 
would not qualify, inasmuch as Section 381 
would not permit tlie integration of different 
business enterpris: 


before 


m-type amalgamations 


taxable unit. 
amations such as those 
Koppers and Newmarket 
under Section 381. This 
theory applied to Section 382 would have 
the effect of allowing a carry-over t 
be offset only against profits of the same 

that he loss. Thus, 
where there was a change of ownership and 
added an additional busi- 
sustaining the loss, the 


into one 
Possibly only ama 
approved in Stantor 
would then qualify 


loss 


business sustained t 


the new owners 
ness to the or 
carry-over losses of the old business would 
not be available against any profits of the 
new one. To carry the theory to its logical 
conclusion, the carry-over loss would not 
be available as an offset against the profits 
of a newly acquired business or a newly 
formed division, even though there was no 
change of corporate stock ownership. 





2 KE. & J. Gallo Winery v. Commissioner, 56-1 
ustc J 9101, 227 F. (2d) 699 (CA-9). 
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The application of a quasi-common law 
doctrine to precise statutory provisions is, 
[ not a new concept. Witness 
Helvering.~ The question, how- 
ever, is whether there is any justification 
in the Libson case for such a theory. 


of course, 
Gregory v 


Transactions Governed by Section 381 

The statutory language in Section 381* 
makes it clear that the loss of one taxpayer 
may be carried over and used by another 
taxpayer if the requirements of the section 
are met. The statutory basis under which 
Libson was decided, Section 122, is com- 
pletely different from Section 381. Section 
122 allows only the same taxpayer to take 
advantage of the carry-over. The 
words “the taxpayer” in Section 122 have 
been omitted from its Section 
172 of the 1954 Code. The change was 
made in order to eliminate the confusion 
in determining the taxpayer in reorganiza- 
tions and liquidations, by substituting there- 
for the provisions of Section 381.” The 
words “the taxpayer” had to be eliminated 
from Section 172 in order to accommodate 
Section 381, which permits the deduction of 
carry-over losses by corporations other than 
the taxpayer sustaining them. 


loss 


successor, 


The Court applied a continuity-of-busi- 
ness-enterprise test in Libson to define “the 
taxpayer” under Section 122. If we excise 
“the taxpayer,” as Congress did, are we 
then left with the continuity-of-business- 
enterprise test to be applied im vacuo? 
Query: Does this doctrine then fall of its 
own weight? Perhaps the Supreme Court 
had this in mind when it stated in footnote 
2 of its opinion: 

“These words [the taxpayer] have been 


omitted from the new provisions of the 


Internal Revenue Code of 1954 relating to 
carry-backs and carry-overs afier corporate 
acquisitions of assets of another 
ration. See §§ 381, 382.” 

In the event that the doctrine does not 
fall because of the elimination of the words 
“the taxpayer,” it i that it 
must nevertheless fall, for in enacting Sec- 
tion 381, Congress clearly demonstrated 
that it did not wish any such doctrine to 
be the law.” The Senate committee report 
on Section 381 states: 

“The new rules enable the successor 
corporation to step into the ‘tax ot 
its predecessor corporation without neces- 
sarily conforming to artificial legal require- 
ments which now exist under court-made 
law. Tax results of liquidations or re- 
organizations are thereby made to depend 
less upon the form of the transaction than 
upon the economic integration of two or 
more separate businesses into a unified busi- 
(Italics supplied.) * 


ce rp )- 


is our opinion 


shoes 


ness enterprise.” 

The above-italicized language is a clear 
statement of Congressional intent to permit 
one taxpayer to use the carry-back loss of 
another taxpayer, where the separate busi- 
nesses of both taxpayers are amalgamated 
by way of reorganization or liquidation. 
Congress, therefore, intended to overrule 
the Stanton-Libson philosophy of continuity 
of business, for that philosophy only per- 
mitted the carry-over of a loss where one 
business enterprise was continued, and not 
where two. separate 
were economically integrated.* 


business enterprises 


Transactions Governed by Section 382 
Any attempt by the Commissioner to apply 
a continuity-of-business-enterprise theory to 


Section 382” on the basis of the Libson 





23 35-1 ustc § 9043, 293 U. S. 465. 

** Section 381 provides that specific tax bene- 
fits, privileges, elective rights, and obligations 
of one corporation will carry over to a successor 
corporation when the assets of two or more 
predecessor corporations are combined in cer- 
tain tax-free reorganizations and liquidations. 
The section does not apply to split-ups, spin- 
offs or other divisive reorganizations. The net 
operating loss carry-over is covered specifically 
by Sec. 381(c)(1) 

*% ‘Present practice rests on court-made law 
which is uncertain and frequently contradic- 
tory. Your committee agrees that whether or 
not the items carryover should be based upon 
economic realities rather than upon such arti- 
ficialities as the legal form of the reorganiza- 
tion.’’ (S. Rept. 1622, 83d Cong., 2d Sess., 
p. 52 (1954).) 
7 Although Libson was decided after the en- 
actment of the 1954 Code, Congress was aware 
of the continuity-of-business concept from the 
Stanton case and other related decisions. 

77S. Rept. 1622, 83d Cong., 2d Sess., 
(1954). 
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** The absence of any continuity-of-business 
test in Secs. 381 and 382(b), as contrasted with 
the specific inclusion of a type of business- 
continuity test in Section 382(a), demonstrates 
clearly that in drafting the difficult and tech- 
nical language of these sections, Congress in- 
tended to omit any such test from Sec. 381. 
We believe that the only continuity-of-business 
requirement in Sec, 381 is the kind necessary 
for a valid tax-free reorganization or liquida- 
tion. See Rev. Rul. 56330, 1956-2 CB 204: 
Becher v. Commissioner, 55-1 ustc { 9335, 221 
F. (2d) 252. 

* Section 382(a) provides generally that if 50 
per cent or more of a corporation's stock 
changes ownership during a two-year period 
as a result of a purchase or redemption and 
if the corporation changes its trade or business, 
all net operating loss carry-overs are entirely 
eliminated. 

Section 382(b) provides generally that where 
a reorganization covered in Sec. 381 occurs, a 
20 per cent continuity of stockholder interest 
must be retained in order for the net operating 
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The Libson doctrine 
applies to the amalgamation area and 
does not prevent a single corporation from 
offsetting the income of 7 
nesses against the carry-over losses of an- 
other of its businesses. In Libson, even the 
government did not advance such a theory; 
witness, it did not challenge Libson’s right 
to offset the postmerger losses of the three 


case must likewise fail. 
only 


one of its busi- 


loss stores against the postmerger profits 
of the profit stores. 


In any event, Congress has legislated its 
own special kind of continuity doctrine for 
Section 382, which is entirely different from 
the Libson continuity doctrine. 382 
(a)(1)(C) requires in the case of change 
of ownership by way of purchase, that the 
corporation e business 


Section 


carry on “a” sub- 
stantially the same as carried on prior to 
change of ownership. The statutory language 
in no way limits the usability of the loss 
only against profits of the business sustain- 
ing the loss. Thus, if the loss corporation 
acquires a new business, but continues the 
old one, there is nothing in the statute to 
prevent the profits of the new business 
from being offset against the losses of the 
old business. 


Indeed, the conference committee report 
to Section 382(a) actually went out of its 
way to clarify that the addition of a new 
business would not destroy the net operat- 
ing loss carry-over attributable to the opera- 
tion of the old The statutory 
language of Section 382(a), in combination 


business.” 


with the conference committee report, would 


THE HIGH COST OF LUNARS 


Here’s why a NIKE missile costs 
so much. It contains 1,500,000 parts, 
217,000 feet of conductor wire, 2,000 
coaxial 2,000 electron tubes, 
12,000 resistors, 5,000 capacitators, 
460 relays, 1,250 coils, 7,000 feet of 
interconnecting cables for the ground 

5,600 feet for the 
section, It 


cables, 


guidance section, 


missile handling contains 


(Footnote 29 continued) 


loss is 


that 
below 


loss carry-over to be available The 
reduced on a sliding scale to the extent 
the stockholder continuity is reduced 
20 per cent. 

* Conf. Rept. 
(1954). 


3 We cannot agree 


2543, 83d Cong., 2d Sess., p. 40 
with certain tax practi- 
tioners who have concluded that Libson does 
not apply to single corporations solely because 
of the Supreme Court's comment in footnote 9: 


Libson Shops 


seem to clearly overrule any possibility oi 
applying a Libson-type continuity 
to Section 382(a). 


doctrine 


With respect to Section 382(b), dealing 
with changes of ownership of a corporation 
by way of certain reorganizations, Congress 
did not deem it advisable to have any type 
of continuity-of-business-enterprise doctrine 
apply. Thus, there is no 
382(a)(1)(C) in 
382(b) 


Congress 


counterpart ot 
Section 382(b). 
with reorgan- 
satisfied that the 
business purpose and continuity-of-owner- 
ship rules necessary for a valid reorganiza- 
tion would provide sufficient continuity. 


Section 
Since Section 
izations, 


deals 
was 


Transactions Outside 
Sections 381 and 382 


If Libson has no vitality within Section 
382, a fortiori it cannot affect the business 
7 corporation which 
has no change of stock ownership. There 
is nothing in Libson™ to disturb the funda- 
mental principle of taxation that the loss 
of a single corporation is to be computed 
by combining the profits and losses of all 
of its business operations without 
gation as to the source of profit or 


operations of a single 


segre- 
loss 
Operating losses sustained within one corpo- 
rate entity may be offset against the entire 
income of the corporation from whatever 
source. This is so even though the corpo- 
engages in several businesses simul- 
taneously, adds new businesses, discontinues 


ration 


existing businesses, or alters or changes the 


character of its business. [The End] 


a telephone switchboard for 20 or 
more lines. An antiaircraft battalion 
equipped with the NIKE-AJAX costs 
about three times as much as a bat 
talion equipped with 90 mm. and 120 
mm. antiaircraft guns. But the end is not 
in sight for the NIKE-HERCULES 
will NIKE-AJAX 


and cost four times as much per 


replace the 


soon 


1 
MISSILIC 


We do not pass in situations like those pre- 


sented in {citing cases] In these 
a single corporate taxpayer changed the char- 
acter of its business and the taxable income of 
one of its enterprises was reduced by the deduc- 
tions or credits of another."’ 

We believe that the footnote should be treated 
neuter, for it is fruitless to attempt to 
apply principles of legal analysis to a footnote 
which begins with the words We do not 
pass on,’’ even though later in the footnote it 
italicizes what it does not pass on 


cases 


as a 
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WASHINGTON TAX TALK 


Recommendations on depletion submitted; plight of small business 
subject of proposals by President and by small business committee. 


The Congress 


Depletion.—The Secretary of the Treasury 
has urged Congress to revise Section 613 
of the 1954 Code to combat what he terms 
“the allowance of excessive deductions for 
the brick and cement industries.” In Merry 
Brothers Brick & Tile Company v. U. S., 
56-2 ustc § 9821, 145 F. Supp. 186 (DC Ga.), 
and Dragon Cement Company, Inc. v. U. S., 
56-2 { 9866, 144 F. Supp. 188 (DC 
Me.), and similar cases, the courts have 
consistently held that the statute entitles 
taxpayers who are extracting minerals to 
compute their gross income from property 
by including the treatment processes which 
mine operators would normally apply to 
obtain the first marketable product, thereby 
increasing the depletion allowances. The 
Treasury estimated a revenue loss of ap- 
proximately $50 million a year in these two 
industries alone. 


USTC 


The proposed legislation sent to the House 
Committee on Ways and Means by the 
Treasury would be applicable for years 
after December 31, 1957. It specifies the 
processes allowable in determining a tax- 
payer's income from mining at a 
cut-off point which, for clay products, would 
end with crushing and grinding. If the clay 
were sold in the form of crude mineral, the 
cut-off point would be that of loading for 
shipment. The recommended legislation 
would also limit the depletion rate for clay 
when used to manufacture building brick 
and tile products at 5 per cent. Committee 
Chairman Mills has announced that a one- 
day hearing will be held on this proposed 
legislation as soon as possible, at which time 
Treasury officials and other interested par- 
ties will be heard. 


gross 


Congress received another recommenda- 
tion from the Administration on the subject 
of a “depletion allowance,” this time to in- 
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crease the rate. Interior Secretary Seaton sent 
a letter to Congress urging that legislation 
be enacted to provide for a 27% per cent 
depletion allowance for oil shale, coal and 
other natural deposits when used as a source 
of synthetic liquid fuels. Only oil and gas 
deposits may be depleted at a 27% per cent 
rate under present law. 


Small Business Committee Critical of 
Service.—The small business committee recom- 
mends a reinvestment allowance, a personal 
retirement program, a change in the de- 
preciation requirements, the prompt issuance 
of regulations and the simplification of the 
tax law as an aid for the problems besetting 
small business. 


In 1952, the subcommittee on taxation of 
the Senate small business committee under- 
took a study of the effect of federal taxes 
on small business. Many of the committee's 
previous recommendations were adopted in 
whole or in part in the 1954 Code. How- 
ever, now it finds that certain provisions of 
the Code have proved to be discriminatory 
and detrimental to small business, so the 
committee began in the fall of 1957 to 
conduct hearings in the following cities: 
Phoenix, Arizona; Los Angeles, California; 
San Francisco, California; Boston, Massa- 
chusetts; New York, New York; Miami, 
Florida; Chicago, Illinois; Minneapolis, 
Minnesota; Portland, Oregon; Denver, Colo- 
rado; Wichita, Kansas; Birmingham, Ala- 
Dallas, Texas; and Milwaukee, 
Wisconsin, 


bama; 


A reinvestment allowance is a deduction 
from income allowable to any business, re- 
gardless of its form of organization, which 
increases its investment in inventory or dis- 
posable assets. The allowance would be 
permitted on a graduated scale: 50 per 
cent on the first $10,000, eligible investment; 
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30 per cent of $10,000 to $20,000, eligible 
investment; 20 per cent of $20,000 to $30,000, 
eligible investment. 


Certain safeguards would be set up to 
prevent abuse of the proposal, such as pro- 
hibiting individuals from avoiding tax by 
reinvesting income merely to be recovered 
by the sale of an asset or business at capital 
gain rates. 


The tax break for those who establish 
their own retirement plans is very similar 
to the plan recently put into effect in 
Canada. Each taxpayer would be permitted 
a deduction for an amount up to 10 per cent 
of his taxable income, or $1,000, whichever 
is the lesser, if the funds are invested in a 
pension and retirement plan. Controls would 
be established so that the taxpayer would 
not have the use of the money and so he 
would be taxable on the amount he de- 
ducted at the time of his retirement. Under 
the Canadian system, these funds may be 
invested with banks, insurance companies or 
other institutions which are regularly in the 
business of selling pension 
ment annuities 


trusts or retire- 
The same ends could be accomplished if 


a deduction were permitted for the pur 
chase of United States savings bonds (Series 
E), and the tax collected on the total amount 
when the bond is cashed. Thus, the govern 
ment the 
invested in the bonds directly; whereas un 
der the other method, the 
would get the money indirectly only if a 
pension trust invested its funds in govern- 


ment bonds. 


would have the use of money 


government 


The committee recommends that the pro- 
visions of Section 167 (depreciation) be ex- 
tended to the purchasers of used property 
with a limit of $50,000 for each tax year. 
The committee also suggests that old Bulle- 
tin F be recast and used in the light of the 
new depreciation policy written into the 


1954 Code 


The committee is particularly critical of 
the Service for its failure to release regula- 
tions regarding the election of a corporation 
to be taxed as a partnership. 
provided that a proprietorship or partner 
ship might elect to be taxed as a corporation 
under In providing 
for the Congress stated “. .. an 
election may be made, in accordance with 
regulations prescribed by the Secretary or 
his delegate. Naturally, the normal 
working regulations governing the adminis 
tration are much more important for a new 
provisions such as this than for a section 


Congress 


certain circumstances. 


r le cti yn, 


Washington Tax Talk 


much like one contained in the 
Some 


earlier law. 
3% years after Congress acted, the 
Treasury still has not proposed the final 


regulations for this section. 


Testimony was received from professional 
tax consultants that they dared not advis« 
their clients to make an election under Sec- 
tion 1361 until they had had an opportunity 
to see the final regulations. Since the elec- 
tion is irrevocable, they wanted to know the 
full effect of the election before binding 
their clients. Even though the temporary 
regulations left an for those 
choosing to be taxed as corporations, until 
final regulations are promulgated, the lack 
of definitive regulations is all-important in 
advising a client to set up a new bookkeep- 
ing system which 
worthless. 


escape clause for 


may turn out to be 


The full circle was completed when it 
Was argued to the House W avs and Means 
Committee in 1957 that Section 1361 should 
be repealed because it had not been effec- 
tive, as proved by the fact that it had not 
been used. Thus, a section enacted by 
Congress for the benefit of small business 
has been rendered useless by the failure of 
the Treasury to issue regulations. It has 
been and will be argued that final regula 
had to be rewritten for the whole 
after the 1954 revision and thus it cannot 
be helped. However, most of the regula- 
tions have been proposed in final form, 
most 
therefore, the regulations—is 
same as the 1939 Code. 


tions code 


even 
law—and, 
almost the 


though, in respects, the 


The committee report said: “Again and 
again the complaint was heard, ‘if only the 
law could be made simple enough so that I 
didn’t 


have to consult a battery of tax ad 


visers before each business decision’. Small 
business this need for 


cause it is least able to 


feels simplicity, be 


pay for professional 
counsel at each turn of the road. The senti- 
ment was often expressed that smaller con- 


would be money ahead paying more 


cerns 
recordkeeping and prepar 
or 


ation ot 
so cumbersome 

the problem of sim 

iat of finality. 

pretations of the 


Inconsistent inter 


Internal Revenue Code. 


resulting fro the nonacquiescence of the 


Treasury in judicial rulings, work a_ far 
greater hardship on small business. Ordi 
narily, the amounts of tax are sm: 


In many 


and, 


cases, not worth the 


expense ot 
litigation. It is most difficult for a taxpayer 


+ 


to understand why the Treasury continues 


to press a position in defiance of a contrary 
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ruling by the Tax Court or a United States 
Court of Appeals. This is especially true 
when it taxpayer an additional 
amount in tax not great enough to repay 
the cost of contesting. 


costs the 


“Your committee wishes to commend the 
Treasury for its recent better record in ac- 
quiescence and its continuing effort ‘to re- 
duce to the very minimum the number of 
cases in which appeal or acquiescence does 
not follow an adverse decision of the Tax 
Court.’ However, it would seem that 
here is an area where Congress should, for 
the benefit of all taxpayers, compel acquies- 
cence in responsible, judicial determination. . . . 


“An amendment to the Internal Revenue 
Code to compel acquiescence by the Treas- 
ury in judicial determinations need not be 
too confining or restrictive to be of value. 
The Treasury ought not to be able to dis- 
pute decisions of the Tax Court or of a 
United States Court of Appeals except by 
direct appeal to a higher court. The Treas- 
ury would be protected by its right of 
appeal, and the taxpayers—both the one in 
litigation and those others involved with 
the same question—would gain the advan- 
tage of finality and uniformity of treatment. 


“Where different courts have handed down 
inconsistent rulings, the most recent Court 
of Appeals decision, as compared to one of 
the Tax Court or an earlier decision of a 
court of appeals, ought to be followed by 
the Department unless the Department seeks 
an appeal. This would assure uniformity of 
administration and adequate protections for 
the taxpayer without an undue hardship on 
the Department. 


“It is further suggested that the Treasury 
Department exert every effort to simplify 
step of levy and collection. Such 
simplification could be of value, not only to 
the taxpayer, but to the Treasury itself.” 


each 


President Recommends Tax Relief for 
Small Business.— The President’s recom- 
mendations for tax relief for small business 
concerns has a good chance of getting 
through Congress this session. House Com- 
mittee on Ways and Means Chairman Mills 
introduced H. R. 12084 containing these 
recommendations at the Administration’s 
request, and the committee will act on this 
bill as soon as it completes its work on the 
extension of the Reciprocal Trade Agree- 
ments Act. 
which would (1). permit ordinary loss de- 
duction on “small business stock” issued to 
a taxpayer by a corporation, with a limita- 
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tion to $50,000 for any taxable year, or 
$100,000 in the case of a joint return (the 
reinvestment allowance); (2) extend the ac- 
celerated depreciation formulas to used 
property; (3) permit shareholders of certain 
small business corporations with ten or 
fewer shareholders, by unanimous consent, 
to elect partnership-type treatment; and 
(4) provide an option for paying the federal 
estate tax over a period of up to ten years 
in cases where an estate consists largely of 
an investment in a closely held business 
concern. 


The Commissioner 


Quod est demonstrandum.—l{ there is 
any moral to this story, it is this: Don't 
sell the Service short when it comes to 
questions of English construction. In spite 
of all the complaining about unintelligible 
directives, a recent test proved that the tax 
writers in Washington could do a much 


better job than some 600 “tax experts.” 


A Columbia Broadcasting System tele- 
vision show, “The Last Word,” conducted 
a contest for the simplification of a 212-word 
sentence, which appears in the Service's 
booklet How to Prepare Your Income Tax 
Return on Form 1040. The contest grew out 
of the displeasure of Senator Arthur W. 
Watkins of Utah with this 212-word 
tence construction on the underpayment of 
estimated income tax. The Senator offered 
a prize to anyone who could write the 
sentence more clearly and more briefly, and 
the program “The Last Word” took up the 
gauntlet. There were 600 contestants. The 
judges were professors at New York Uni- 
versity’s School of Commerce. Page Mead, 
of Detroit and of Point Woods, 
Michigan, was declared the winner, but even 
the judges weren't satisfied with the winning 
entry. It was just the best of all the entries 
received. 


sen- 


Gross 


Now, here’s what the Service writers of 
the book were up against. The 212-word 
sentence is taken from 417 words of Sec- 
tion 6654(d). The writers omitted 124 
words of the law that detailed annualizing 
taxable income. So this means that the 
Service paraphrased in 212 words the 293 
remaining words of Section 6654(d), and if 
this cutting proves anything, it proves that 
that is just about par for the course. We 
think if this section is to be made any 
clearer, it would take about twice as many 
words in about 100 sentences, so the set of 
encyclopedia should have gone to the Serv- 
ice writer, who is still champ. 
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This month's reviews of books of interest to tax men are 


BOOKS 


on works by two top tax men: Martin M. Lore's Thin Capital- 


ization and Robert S. Holzman's Arm's Length Transactions. 


New Tax Book Series 


Arm’s Length 
Holzman. Tax Practitioners’ Library 
The Ronald Press Company, 15 East 26th 
Street, New York 10, New York. 1958. 169 


$10. 


Robert al 


Series 


Transactions 


pages. 

Thin Capitalization. Martin M. Lore. Tax 
Practitioners’ Library Series. The Ronald 
Press Company, 15 East 26th Street, New 
York 10, New York. 1958. 261 pages. $10. 


Both Holzman and Lore have the faculty 
for explaining technical tax subjects in an 
understandable, vet technical, 
way. For instance, | 
to say about a thin corporation: 


necessarily 
here is what Lore has 
“A thin corporation is a corporation, the 
financial structure of which is composed of 
an excessive amount of debt 
against little or no equity (or stock) financ- 
ing. Although most corporations employ a 
combination of debt and equity financing, 
the financial structure is generally said to be 
thin where the equity investment is kept at 
borrowing from 
part of the 


financing, 


a minimum while stock- 
holders comprises the 


financial structure. 


major 


“A distinguishing feature of the so-called 
thin corporation is that the corporation’s 
debt is owed to its stockholders. This debt, 
which be in the form of advances, 
loans, debentures, bonds, or other 
security, is usually held by stockholders in 
proportion to their stock. This proportion 
is usually expressed in terms of ratio of 
debt to stock, and when the ratio is exces- 
sive the corporation may be called thin. But 
indicia of a thin 


may 


notes, 


ratio is only one of the 
capital structure. 

“Thin corporation is strictly a problem 
of closely held corporations, There is no 
problem of thin corporation in a truly widely 
held corporation.” 


And here is 
about control: 


what Holzman has 


Books 


“If taxpayers under common control were 
permitted to say total 
come was to be split between the parties, 


would suffer to 


how the taxable in- 
the government’s revenues 
the extent that the control 
being used for tax purposes. ‘The applica- 
tion of this principle does not mean that a 


common Was 


person may reduce his income tax by trans- 
ferring his money from one pocket to an- 
other even though he uses a different pair 
of trousers. A man with a_ half-dozen 
pockets might almost escape liability alto- 
gether.” Alpha Tank & Sheet Metal Mfg 
Co. v. United States, 116 F. Supp. 721 (Ct 
Cl., 1953). 


“This ‘pants illus- 
trated by a parent company that purchases 
securities at their cost from subsidiaries for 
immediate resale at market, a much lower 
‘Measured by the ordinary rela- 
tions of lite, it was the old 
father making good the 
business and starting him again with an 
unimpaired capital.’ Pennsylvania Indemnity 
Co. v. Commissioner, 77 F. 2d 92 (3d Cir., 
1935)” 


The Holzman book and the book 
are a part of the Tax Practitioners’ Library, 


theory’ also may be 


figure. 
story of a 


’ 
sons 


loss of his 


Lore 


a series of books published and to be pub- 
lished on the subject of basic tax problems 
which are not resolved by frequent decisions 
or trequent changes in the law \ 
book of Holzman’s, entitled The 
Accumulated Earnings, is included in 


prior 
Tax on 
also 


the series 


Professor Holzman has been selected by 
the publishers to edit the Tax Practitioners’ 
Library. He is a professor of taxation at 
New York University School ot 
Business Administration. Martin Lore is a 
CPA New York 
He is chairman of the Committee on Federal 
Federal Bar 


Both men are past presidents of the Federal 


Graduate 


and an attorney in City 


Taxation of the Association 


Tax Forum. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. 
types of taxes: 


insurance company, utility, 


This department's scope 
income, sales and gross receipts, property, gasoline, 
franchise, 


includes the following 


severance, and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


1957 State Finances: 
A Story in Red Ink 


The story of state finances for fiscal 1957 
is one written in red ink. By the end of 
the fiscal year, state debt had risen to a 
new high of $13,738 million. However, the 
toot had eased up on the debt ac- 
celerator. Borrowing for fiscal 1957 dipped 
to $1,502 million from the $2,121 million 
1956. Borrowing was still 
higher, however, than in 1953, when $1,351 
million obtained from credit 
The dip in borrowing in fiscal 1957 followed 
a gradual decline in borrowing for 1955 and 
1956 from 1954’s $2,239 million. The new 
high in state debt compares with $5,285 
million owed by the states in 1950. 


State 


fiscal 


hgure tor 


Was sources. 


From a look at the general revenue- 
general expenditure picture in state finances, 
one detects a resemblance to the man who 
takes one step forward only to fall two 
back. During each successive year 
1953 the states have had a larger 
general revenue than the previous year’s gen- 
eral expenditure. Yet, within each year, gen- 
eral expenditures have always exceeded 
general revenues. The amounts expressed 
in the following table are in millions: 


steps 


since 


General 
Expenditure 

$14,677 

15, 787 

17,176 

18,857 

21,085 


General 
Revenue 
$14,511 
15,299 
16,194 
18,389 
20,382 


Year 
1b.5 
1954 
1955 
1956 
1957 


Of the total general revenue of $20,382 


in fiscal 1957, taxes contributed $14,531 
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million (71.3 per cent); intergovernmental 
revenue, $3,928 million (19.3 per cent); 
charges and miscellaneous, $1,923 million 
(9.4 per cent). 


State receipts from taxes in fiscal 1957, 
which amounted to $87.31 per capita, climbed 
8.6 per cent from 1956’s $13,375 million. All 
of the major tax sources contributed to the 
increase. Receipts from general sales and 
million (11.1 


gross receipts taxes were up $337 
i] Other sales 


per cent), bringing $3,373 million 
and gross receipts taxes (motor fuel, alcoholic 
beverages, tobacco and others) raised the 
take in this category to $8,436 million. A 
13.8 per cent rise in individual income taxes 
(imposed by 31 states) brought a record 
receipt from this source of $1,563 million. 
Corporation net income taxes amounted to 
$984 million, up about 10 per cent. Motor 
vehicle license receipts were up 6.7 per cent, 
bringing $1,289 million in 1957. 


General expenditures by the states 
($21,085 million) rose 11.8 per cent over 
1956. The $2,228 million hike was shared 
by all major functions. The biggest portion 
of state spending was on education, which 
received $6,553 million, 15.4 per cent more 
than in 1956 and 31.1 per cent of total 
general expenditures. Highway expendi- 
tures in 1957 amounted to $5,956 million, 
11.3 per cent more than in 1956 and 28.2 
per cent of total general expenditures. Ex- 
penditures for public welfare increased 3.6 
per cent to $2,770 million and took 13.1 per 
cent of total general expenditures. 


State expenditures for health and hos- 
pitals jumped 18.9 per cent, with expendi- 
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tures $1,905 million. A marked 
decrease of 55.9 per cent was made in expendi- 
tures for services to veterans, the dollar value 
dropping from $89 million to $39 million. 
Insurance trust expenditures, which had 
fallen in 1956 from 1955’s high of $2,411 
million, rose again in 1957 to $2,313 million, 
an increase of 16.6 per cent from 1956 
expenditures of $1,984 million. Unemploy- 
ment compensation expenditures, which had 
been $1,780 million in 1955 and had dropped 
to $1,273 million in 1956, to $1,495 
million in 1957. Expenditures for work- 
men’s compensation continued the upward 
trend noted in the report since 1953, increas- 
ing to $230 million, 10.2 per cent over 1956. 


totalling 


rose 


The report on the state financial picture, 
as made by the 
ment Finances in 1957, 
the Bureau of the 
D. C., for 25 cents. 


Summary of State Govern- 


can be obtained from 
Census, Washington 25, 


Atlantic States 


Income taxes.—C 


cemeteries tor imf{ 


ntributions to nonprofit 
rovement or upkeep are 
deductible in New York (Chapter 928, effec- 
tive for taxable vears beginning on or after 
January 1, 1958). The age limitation 
been removed from the $800 exemption for 


has 


de pe ndents in college ( Chapte r 626, effective 


for taxable years beginning after January 
1, 1958). Income from prizes and 
is to be included in gross income, with certain 
(Chapter 903, 


awards 


effective for tax 
1958) 


exceptions | 


years beginning on or after January 1, 


Property taxes.— Maryland's property tax 
1959 has fixed at 13.42 cents 
&, First Special Session) 
basis in Maryland pro- 
personal property shall 


rate tor been 


ri 
per $100 (Chapter 
\ new assessment 
Both real and per 
full 
real property valuations may 
inflation, 
rty 
3, 


classified 

oO be assessed at 
an allowance for 
hile personal prope 
28, effective January 


w provides that real property 


fire district, school district or 
used for fire department 
sses shall be exempt to the 
extent of $20,000; provided the rent does 
not j main- 
tenance depreciation charges (Chapter 
177, approve d and effe ctive March 13, 1958). 
The state has eliminated the $3,000 
limitation on the exemption of the 

of officiating clergy (Chapter 281, approved 
and effective March 21, 1958). Another New 
York law provides that the veterans’ exemp- 


municipality and 


} 1 
rT scn ) purp 
oO! Chnool pur»ry{ 


exceed the am 


and 


unt of carrying, 


also 


nouses 


State Tax News 


tion from the 
to real 
funds 

eligible 


real property tax with respect 
property purchased with 
shall not be barred because such 
funds are retained by the United 
States for insurance premiums (Chapter 283, 
approved and effective March 21, 1958). 


eligible 


A new law overrules a policy of the state 
board of equalization and allows veterans 
in New York a real property tax exemption 
measured by the full amount of 
funds invested in real property 

approved and effective 


exempt 
hapter 


(C 
April 23, 1958) 


New York has refused to follow the lead 
of Michigan in taxing leasehold interests in 
exempt property, which tax was upheld by 
the United States Supreme Court in U. S$ 
and Borg-Warner v. City of Detroit, 3 st 
§ 200-125. The governor of the state 
\. B. 4268, which would have 
Michigan-type statute in New York 


vetoed 


enacted the 


1 


Tax districts in New York are now 
mitted to part or all of the real 
property of railroads (Chapter 970, approved 
and effective April 23, 1958) 


exempt 


Sales and gross receipts taxes. I n 
necticut Supreme Court of Errors has handed 
hold that 
exempt from sales and 
ation where the 
} 


down decisions whicl *hased 
facilities are 
title to the pr 
directly from the vendor t 


» Manufa 
CONNECTICU 


government (Az% turin 
Connelly, 1 


€ 200-013), 


but where 


made f. 0. b 


use subject 

ration v. Conn 
Cases © 200-014) 
] } d 


in @€xXcess ¢ 


prohibit them 


gross receipts tax upon the 


rece} 
newspapers, periodicals, 
radios, and the like (( 


effective January 1, 1959) 


advertising in 


-hapte r 


boards, 
Two Baltimore 
taxes which brought 


ordinances, repealing the 


about the state acti iave been passed 
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effective December 31, 1958. Maryland also 
will increase the sales and use taxes from 
2 per cent to 3 per cent (Chapter 7, First 
Special Session, effective January 1, 1959). 
Ihe sales tax exemption granted casual and 
isolated sales is not negated when such sales 
are made with the use of an auctioneer 
(Chapter 55, effective June 1, 1958). The 
sales and use tax law is altered with the 
following changes included: The failure of 
a vendor to collect the tax places a burden 
upon the purchaser to pay the tax by the 
twenty-first day of the following month 
after 
in another state is granted a 10 per cent 
credit on the purchase price for each full 
year of use after its purchase; the exemption 
allowed nonresidents for property acquired 
coming into Maryland shall not 
property to be used for business 
purposes; use tax returns will be due the 
month (Chapter 


purchase; personal property first used 


before 
apply to 


twenty-first day of each 
91, effective June 1, 1958). 

The United States Supreme Court has 
dismissed the appeal of New Yorker Mag- 
azine 4 New York TAX CASEs 
€ 198-022. The decision of the New York 
Appeals held advertising to be 
distinct circulation. Whether or not 
that circulation be in interstate commerce, 
the burden on interstate commerce of the 
tax on advertising receipts is too remote to 
exempt the receipts from the New York City 


Gerosa, 


Court of 
from 


tax. In another decision in- 
volving the New York City gross receipts 
tax, the state court of appeals has held that 
receipts from the writing of books, plays, 


gross 


receipts 


newspaper articles and the like are subject 
to the tax, 
clause is not relevant 


and that the interstate commerce 
where the tax is on 
from an arrangement with pub- 
exploit works in 
interstate commerce when said arrangement 
does not constitute a joint venture (Stem 
heck 7 4 New York Tax 


© 198-036) 


receipts 


lishers whe the literary 


CASES 


Gerosa, 


Pennsylvania taxpayers using special re- 
cording methods will have to reapply for 
special permission to use other than actual 
accounting methods which segregate taxable 
and nontaxable sales. The application and 
a written statement of the need for the use 
method must be filed by 
{ Present authorizations are rescinded 
as of July 31, 1958, by the bureau of sales 
and use tax, which has a review pending of 


tl special 


Ww! special collection and recording procedures 


vehicle 
registration 
vehicles, 


Motor 
changed its 
and G 
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Class F 
breaking Class F 


fees for 
motor 


June, 


1958 °@ 


vehicles into three classes with fees ranging 
from $130 to $245, and dividing 
vehicles into two groups with fees of 
and $40 (Chapter 80, effective April 4, 1° 
to June 1, 1959), 


New York has provided an 
from registration for in-transit vehicles for 
a period of three days if another state has 
issued the purchaser a temporary trans- 
porter permit (Chapter 137, approved and 
effective March 7, 1958). It has also pro- 
vided trailers used in interchanges the 
exemptions from registration granted the 
various classes of nonresidents using motor 


Class 


exemption 


vehicles in the state; but before the exemp- 
tion is allowed, a permit carrying a $1 fee 
must be obtained (Chapter 184, effective 
July 1, 1958). 


Inheritance, estate and gift taxes.—The 
tax in Maryland on property, other than money 
or real estate, is to be paid on the ap- 
praised value shown in the filed 
inventory. However, within 15 months after 
the grant of letters, the court may direct a 
reappraisal and, in such an event, the tax 


estate 


shall be paid on the reappraised value of the 
property (Chapter 36, effective June 1, 1958). 


Lake States 


Income taxes. — The 
Court has held in Sun Ot] Company v 
Income Tax Divisio ¢ 250-464, that 
the entire gross receipts from sales of gaso- 
line and lubricating oils, including the amount 


Indiana Supreme 


Gross 


of tederal excise taxes, are subject to the 
The 


reasoning previ- 


Indiana income tax. Indiana 
court refused to follow the 
ously established by the supreme courts in 
Michigan and North 
Dakota that federal excise taxes were sepa- 
rable. The Indiana court 
in the federal statutes made the producer a 


gross 


its sister states of 


said that nothing 


collecting agent or fiduciary for the govern- 
ment as though the tax were put upon the 
retail purchaser. That the producer passes 
he tax on to the purchaser is immaterial in 
determining the liability for the tax. The 
Indiana statute explicitly exempts only taxes 
received by the taxpayer as an 
the United States or for the state. 


agent tor 


HWiscon- 
§ 250-467, 
the Supreme Court of Hisconsin answered 
in the negative the question of whether the 
surviving corporation in a merger could 
offset against its income the net 
losses of the extinguished corporations. 
Neither may the surviving corporation de- 
duct subsidy rebates owed by the extin- 
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In Fall River Canning Company v 
sin Department of Taxation, 3 st« 


business 





guished corporations and paid by the surviving 


corporation 


Property taxes.—The United States Solici- 
tor General has pettiioned the United States 
Supreme Court for a City of 
Detroit v. The Murray of Amer- 
tca, 3 stc § 200-127 


this 


rehearing in 
Corporation 

Che which 
department 


Case, Was 


last month, 


discussed in 
upheld the right of a city or county to levy 
a personal property tax against a manufac- 
turer on the value of materials and work in 
process in its possession to which the United 
States held legal title. 


Vichigan has changed the assessment date 
of real and personal property from January 
1 to 31 (Act 209, 1958) 
upon a result acknowledged by the 
Internal Revenue Service to have followed 
a similar law passed in 1957 in Ohio, bu 
which was applicable only to personal prop- 
erty 


December Laws 


Based 


taxes, corporations on a calendar year 
will be permitted to deduct 
two annual property tax bills for 1958 fed- 


tax purposes 


basis 


accrual 


eral income 


been filed 


r certiorari has 
the United States Supreme Court in 


\ petition to 
the Wisconsin case of United States Plywood 
Corporation v. City of Algoma, 3 stc § 250-456 
Supreme Court I 


The Wisconsin 
) 


that lumber imported in log form and 


had held 
stacked 
property and 
still 


taxable as raw 


tor drying constituted taxable 
that imported 


“original package 


wood veneers 


were 


terial essential to the manufacturer 


Sales and gross receipts taxes.—In l’nion 
Buildi and © : 
Bowers, OHIO 


Ohio Board ot 


mstruction Corporation 7 
TAR C § 200-772 


ASES 4 
lax 


Appeals upheld 
assessment of use tax on a parent 


tion’s 


corpora- 


“rental” of its wholly owned sub- 


sidiary’s equipment, where the and 
both noted the 
nemoranda of account in 


} 


parent 
the subsidiary transaction 
a specific amount, 


11 afl . } 
iv Changed 


ad actua 
moranda entries 


books of the 


The memorandum 


were 


entered on the com- 


entry of the 


parent, coupled with the actual delivery and 


use of the equipment in Ohio, constituted 
/ 


a promise to pay and Was suihcrent con 


sideration for the use taxation of the equip 
ment on the basis of the 


1 13 
tax board held 


rental cl arge, the 


Michiga 


Increase d, 


Motor vehicle taxes. 
the basis of, and 
fees imposed on common and contract car- 
riers on a mileage basis. Carriers are now 
classified by empty weight rather than gross 
mileage rate Is now 


weight, and the top 


State Tax News 


two mills 
(Act 84, effective 90 days after adjournment) 


four mills per mile rather than 


Midwestern States 


Income taxes.—Au 
income tax 
brackets. The 
for income up cent 
$3,000: 3 per cent DO, - per cent to 
$7,000; 5.5 per cent over $7, The 
3.5 per cent for 


rates by 


rate 1s 


} 


without approval). 


Property taxes.— | he 


division has rescinded a former recommen- 


dation that personal property be assessed at 


actual 


not less than 33% rf ¢ the 
average inventory 
Kansas has provided an alternate metho 


of taxing intangibles. Ratl 


the tax at five mills on 
value, taxpayers may 
actual gross earnings 
debt 
calendar year (H. B 


1959). 

\ denial 
Supreme Court 1 1s ard of Equa 
NEBRASKA TAX 


Reports § 24-583, 85 N. W 2d) 638, leaves 


evidences of 


ication f ugla ent 
standing the ruling by the Nebraska Supreme 
Court that the C | exemptions f 


taxation 


ruled 
“ 1] 
all 


taxation 
a) 


oes 
take s 


attaci taken 


Sales and gross receipts taxes.—A 


ased its sales and use taxes 


> . * > 
cent, fron er cen ¢ 2 


13, First Special Sessi 





Pacific States 


Income taxes.—The Jdaho Attorney Gen- 
eral has turned thumbs down on a practice 
of many foreign corporations in computing 
the federal tax credit on their Idaho income 
taxes. They use as the denominator in the 
controlling fraction the federal taxable in- 
come remaining after special credits from 
net income. Ascribing to the state legisla- 
ture the goal of consistency in the determi- 
nation of the various parts of the fraction, 
the attorney general holds that since “Idaho 
net taxable income, as the numerator, is the 
Idaho income subject to tax computed with- 
out benefit of the federal tax credit, it appears 
that the legislature used the phrase ‘total 
income’ [the denominator] to mean Federal 
total net income before special deductions.” 

An initiative petition proposing a major 
tax shift has been filed in California with 
585,000 signatures, of which only 322,429 
need be valid to qualify it for the November 
ballot. The petition would reduce sales and 
use taxes from 3 per cent to 2 per cent, but 


would make personal income taxes stiffly 
progressive. Beginning with a rate of % of 
1 per cent on taxable income of not more 
than $5,000, the rate on the sixth $1,000 
would be 1 per cent and would progressively 
increase thereafter by an additional 1 per 
cent for each additional $1,000, until the 
sum of $50,000 is reached. Any excess over 
$50,000 would be taxed at 46 per cent. 


Property taxes.—California has exempted 
from local taxes vessels of over 1,000 tons 
burden while under construction within the 
state (Chapter 48, effective July 23, 1958). 
The state also has provided for the record- 
ing of a personal property tax lien on the 
taxpayer’s real property located in the same 
county where the value of the real property 
is certified to be sufficient to pay the per- 
sonal property taxes (Chapter 85, initially 
operative for the 1959-1960 fiscal year). The 
Supreme Court heard argument on cases 
contesting California’s right to 
a tax exemption on a loyalty oath on April 
8; a decision is yet to be rendered. 


condition 


HOW TRANSFEREE LIABILITY AFFECTS LIFE INSURANCE PROCEEDS— 
Continued from page 394 


test is considered to be more accurate than 
cash surrender value (19 Appleman, Insur- 
ance Law and Practice, Section 10964, pages 
The cost of duplicating such policy 
at the date of the gift is, absent more co- 
gent evidence, the one criterion which re- 
flects both insurance and investment value 
to the owner of the gift for tax purposes 
(U. S. v. Ryerson, 41-1 ustc § 10,014, 312 
U. S. 260).” 
To the weight of decided cases looking 
toward the proceeds of life policies as the 


quantum of a transfer within the purview 
of Section 6901, above, and the various re- 
jections of surrender value as an adequate 
or accurate measure of a_ policyholder’s 
interest in a life policy,” can be added an 
array of statistics” that will serve to fur- 
ther surrender values of life 
policies from considerations of their nature 
as “property” in the policyholder’s hands. 


disassociate 


The amount of living benefit payments, 
exclusive of surrender values, in 1953, was 
nearly the same as those for death benefits. 








22 For the view that cash surrender value does 
not represent the policy's true value since the 
insurer at arriving at such figure set an arbi- 
trary sum to discourage surrender of the policy, 
see Commissioner v. Powers, 40-2 ustc { 9591, 
115 F. (2d) 209 (CCA-1), aff'd, 41-1 ustc § 10,015, 
312 U. S. 259. And see Guggenheim v. Rasquin, 
41-1 ustc § 10,013, 312 U. S. 25, to the effect 
that the value of single premium life policies 
is the cost of similar policies of the date of 
transfer and not their lower cash surrender 
value or even the reserves on the policies on 
the date of transfer, and that all economic 
benefits of a life policy must be taken into 
consideration in determining its value, and an 
important element in such value is the use to 
which it may be put, including the right of the 
owner of a fully paid policy to retain it for its 
investment value and to receive the face amount 
on the insured's death in addition to the right 
to surrender the policy (accord, U. S. v. Ryer- 
son, cited above; Parsons v. Commissioner, 
cited above). 
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23 See also G, C. M. 14375, XIV-1 CB 52 (1935); 
Commissioner v. Charleston National Bank, 54-1 
ustc { 9420, 213 F. (2d) 45 (CA-4); First National 
Bank & Trust Company of Tulsa v. Jones, 44-2 
ustc § 9405, 143 F. (2d) 652 (CCA-10); Dominion 
National Bank v. Commissioner, CCH Dec. 7635, 
26 BTA 421, as to whether premium payments, 
in creditor insurance, are deductible expenses 
or build up on equity in the proceeds and the 
bearing of cash surrender values on the prob- 
lem. And note that in Jefferson v. Helvering, 
41-1 ustc § 9259, 121 F. (2d) 16 (CCA of D. C.), 
the opinion, delivered by Judge Vinson, at p. 
18 states that the payment of an insurance 
premium, in addition to a ‘risk cost’’ ‘‘also 
builds on equity."’ (Compare Meyer v. U. S8., 
49-1 ustc { 9294, 175 F. 2d 45 (CA-2).) 

* The sources of the following statistics are: 
The Life Insurance Fact Book for 1954, pp. 
33-41; The Tally of Life Insurance Statistics, 
December, 1953. 
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Approximately $1.9 billion was paid in 
matured endowments, disability payments, 
annuity payments and policy dividends, and 
nearly $2 billion of death benefits was paid. 
And this “nonsurrender value” total of liv- 
ing benefits was nearly three times that for 
surrender value payments in 1953. 


The year’s greatest rise was in annuity 
payments. This type of payment may be 
expected to continue its rapid growth, be- 
cause in addition to the current increases 
in annuity purchases, a large number of 
the extensive annuity purchases of the past 
ten years have been for income to begin at 


retirement age in the future. 


policyholders, totaling $854 

were 12 per cent greater 
than the year betore. And matured endow- 
ments and disability payments were up 5 
per cent and 3 per cent, respectively. 


Dividends to 
million in 1953, 


Ihe sudden sharp rise in surrender value 
payments in the last quarter of 1953 were 
for the purpose of meeting emergency needs 
rather than the planned purposes of other 
living benefits, retirement 
and educational funds. 


such as income 


great in- 
which 
been 


that the effects of the 

life insurance buying, 
began in the mid-1940’s, has not yet 
reflected in payments. It 
clear, therefore, that life insurance is being 
used more and more each year for meeting 
policyholders’ living needs, as for 
protection against economic loss at death, 
and that surrender values play a minor role 
in the normal operation of the living-bene- 
ht-payment process 


Recall 
crease in 


benefit seems 


well as 


However (and with deference to the obvi- 
ous pun), there are certain policy consider- 
ations tilting the scales in favor of the death 
benefit beneficiary and pointing toward the 
need for legislation to finally strap the 
government the harness of surrender 
value in its collection attempts. 


into 


In 1953, nearly two thirds of the total 
death claims were on the lives of males and 
nearly two thirds of the claims had women 
as beneficiaries. Widows received about 60 
per cent of the total amounts paid, with 
other family members and relatives receiv- 
ing another 25 per cent. 


In harmony with the equitable notions 
expressed, above, is the view that the govern- 
ment is limited in its distraint proceedings 
against life policies in the insured’s hands 


Since by far the largest share 

of the total national income 

accrues to people with the lower 

and middle incomes, it 

follows that the huge governmental 
expenditure programs cannot 
possibly be financed by taxes 
imposed only on the wealthiest.— 
The Economy of the American People 
(National Planning Association). 


to the surrender values thereof 

McGuirk, 36-1 ustc ¥ 9121, 8 
213 (CCA-3); Cannon v. Nicholas, 
{ 9672, 80 F. (2d) 934 (CCA-10). Compare 
U. S. v. Massachusetts Mutual Life Insurance 
Company, 42-1 q 9342, 127 F. (2d) 880 
(CCA-1).) 


(See Kyle 
2 F. (2d) 


35-2 USTC 


UST(C 


now d 


here are zens Of cases pending 


in the 


the district courts involving this precise 
problem, and unknown numbers in the In- 
Revenue Service fil The problem 


every 


caine 
ternai 


] 


is a live one In at le: 


11 
ollection 


taxpaver holds 


seen that 80 per 
payable 


two ¢ 


cent, 


cies are to bet 


that the ques 


faced is whether 


sia 
must be squarely 


th while for the government 


11 


1is path of collection in 


hardship that would be 
Advocates of the equitable considerations 
a considerable amount 
ntroversy sway them 
his is a that Congress might well 
ok into in line with its policy of socio- 
through tax legislation. 


would no doubt require 
or revenue in Cc 
field 

reform 


economic 


Conclusion 


existing law, life insurance pro 
ceeds should be available to the Commis- 
sioner in his attempts to collect the unpaid 
income taxes of decedents 


Under 


However, if the statistics show that an 
appreciable amount of annual revenue is 
not involved in transferee proceedings, then 
it may be for limit the 
governnient’s cash surrender 
value, if anything, as against beneficiaries 


such as widows and orphans [The End] 


well Congress to 


recovery to 





*>It would seem that in this light, statements 
to the effect that an honest and conscientious 
tax collector cannot afford to be influenced by 
the fact that the loss of proceeds may render 


Transferee Liability 


the widow and the children public charges 
might well be reconsidered article cited 
at footnote 15 


See 


463 





TAXATION OF AMERICAN INCOME AND BUSINESS IN MEXICO— 
Continued from page 436 


The method of computing the taxable 
income of foreign enterprises depends, in 
part, on whether their income from Mexi- 
can sources is shown separately in the books 
of account. If this is not the 
ministry has used practical allocation formulas, 
for example, the Massachusetts formula or 
(in the case of some foreign airlines) the 
ratio of passenger miles flown over Mexican 


case, the 


territory to total passenger miles. 


Income from Capital 

Income from the investment of capital is 
deemed to be from Mexican sources if the 
capital is employed in 
Mexico, Interest on loans, or royalties for 


income-producing 
the use of a patent, formula or 
copyright, etc., are income from Mexican 
sources if the debtor or licensee is a resident 
of Mexico. Rentals of movable or im- 
movable property are income from Mexico 
if the property rented is located in Mexico. 
Dividends and other distribution of profits 
are subject to the distributable profits tax 
which, as explained above, is computed on 
the profits of resident entities. 


pre cess, 


Services of Nonresident Individuals 


The source of from services ren- 

nonresident individual to a 
Mexico is deemed to be at the 
domicile of the employ er or the person who 
pays for the Consequently, the 


place where the services are performed, the 


income 
dered by a 
resident of 


services. 


residence of the individual who performs 
them and the place of payment are irrelevant 
in this context. The base of the tax is 
usually determined in an agreement between 
the individual rendering the and 
the Ministry of Finance, and the Mexican 
enterprise which utilizes the services is 
made a party to the agreement to establish 
the amount of the deduction which it may 
claim and the amount of the tax which it 
must withhold. 


COMMERCIAL RECEIPTS TAX 

The commercial receipts tax is essentially 
a gross receipts tax on commercial sales, 
rentals and The tax is divided 
into a federal rate of 1.8 per cent and an 
additional rate of not more than 1.2 per cent 
for the benefit of those states (including the 
Federal District and territories) which abolish 


services 


services.” 


their own taxes on commerce and industry 
in return for a participation in the commer- 
cial receipts tax collected in their territory. 
The combined rate of the tax, in the greater 
part of the country, is thus 3 per cent. The 
tax is imposed on every sale of merchandise 
(at the manufacturer’s, wholesaler’s, and re- 
tailer’s levels), and it is generally added to 
the price so that its cumulative impact on 
the consumer is quite heavy. Receipts from 
certain sales and services are taxed only at 
one half of the full rate, and others 
pecially sales of basic necessities) are entirely 
exempt from the tax. 


SPECIAL FEDERAL TAXES 
(EXCISE AND TRANSACTIONS TAXES) 
There is an elaborate system of federal 
production and transactions 
taxes, among which the production tax on 
mining enterprises and the special taxes on 
petroleum and petroleum products, electric 
energy, textiles, tobacco and cement may 
be mentioned. Conflicts between one of 
the special federal taxes and the commercial 
receipts tax are prevented by the rule that 
receipts from the first sale of an article 
subject to a special federal tax are exempt 
from the commercial receipts tax. Conflicts 
between one of the special federal taxes 
and a state tax are precluded by the prac- 
tice of the federal government of granting a 
participation in the proceeds of the federal 
tax to those states whose interests (either 
as producers or consumers) are affected by 
it, in return for the renunciation, by the 
state, of its right of taxation in all matters 
connected with the particular industry. 


(es- 


excise, other 


Export and Import Duties 

Export and import duties constitute a 
major item of federal revenue. Combined 
with effective export and import controls, 
the tariffs are instruments of a highly pro- 
tectionist foreign trade policy as well as 
revenue-producing devices. The adminis- 
tration is authorized to modify customs 
duties, or to prohibit imports or exports, 
for any purpose which is in the public in- 
terest. As a result, there is a great flexibility 
in the rates of the tariffs and the handling 
of foreign exchange controls, and changes 
are frequently made without advance notice. 


[The End] 





% Receipts from the sale or lease of real 
property are subject to the federal stamp tax 
and exempt from the commercial receipts tax. 
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FEDERAL TAX CALENDAR 


July |—— deposit boxes; transportation of o MAIL TODAY! 


Status determination date for changes in pipeline; telephone, telegraph, radio 
income tax withholding exemptions cable messages and services; t1 
(Regulations Section 31.3402(f)(3)-1.) tion of persons; admissions, du 
Form W-4 initiation fees; gasoline, lubricatin 

and matches; sales by manutacturers, 
July 15—— including sales of pistols and revoly 

Due date for payment of second quarter processing of certain oils; I 
of 1957 tax by fiduciary of a decedent's retailer; manufacture of ; 
estate where installment method of pay portation of property; and diesel fuel 
ment was elected. (Code Section 6152.) However, if the return is accompanied 

) 


Due date, by general extension, of returns by depositary receipts (Form 537, De- 


I 

. 1 it , > “2 rn r - . 
for the fiscal year ended January 31, positary Receipt for Federal Excise 
1957, in the case of (1) foreign partner axes), showing timely deposits, in full 
Df; le Ci ign partner : 


’ ' t the - » for 1e entire 
ships, (2) foreign corporations which payment of the taxes due for the entire 


ON 


maintain offices or places of business in quarter, the return may be filed on or 


39ViSOd 


. . S efor Houst Peoulation Sections 
the United States, (3) domestic cor he e August 11. (Regulation Secti 
77.2, 477.3 and sorm 720 
porations which transact their business M72, 477.3 and 477.4.) Form 72 
and keep their records and books of “mployers’ quarterly returns and pay- 


pota rent (by depositary receipts or cash) 
tions whose principal income is from f the following taxes for the second 


AAAAAAAA ARAMA, 


accounts abroad, (4) domestic cor 


an 


“ONT ASAOH SNIUVAT) AOHAWNOD 


sources within the possessions of the quarter of 1958: (1) employees’ tax 


‘M S2OvV 


NANA 


United States and (5) American citizens withheld under Code Section 3102: (2) 


41 AUVSS3DIN dWWiS 


Guvod Alday SSANISNGA 


residing or traveling abroad, including employers’ tax under Code Section 3111; 


AAAAAAAANA 


persons in the military or naval service and (3) income tax on wages withhel 
on duty outside the United States under Code Section 3402. Taxes 
(Code Sections 608 1 


AAS 


16151; Regula June may be remitted directly 


tio 118, Section 39.53-3.) Forms | Form 941 or by 
Form 1065; (2)-(4) Form 1120; (5) tary 


Form 1040 by a fe 


attachment of a dep 


ipt tor the amount valid: 
eral reserve bank. Where 
on Form 94] is accompanie 


rs and of ofticers and directors of depositary receipts (Form 450) sl 


rece 
] 
l 


Myvr Ivy2IdOs fe Sy anHsinend 


SAN 


NAAN 


foreign pers nal hy lding companies due ing timely deposits n full payment 
for June. (Code Section 6035.) Form the taxes due for the entire sec 


the return may be filed 
before August 11 (Regulation 


Sections 406.601, 406.606. ) 
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‘AAV NOSYSA1L3Ad 
-AG GIVd 38 WIM 39VLSOd 2S 
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ANAAAAAAS 


Q5; quarter, 


s 


tatement and record of depositaries o1 


sale of stamps. (Regulations 71, Sec 


tion 113.142.) Due date of federal use tax returt 


AN 


SiAwuodxs3ays 


“TH (97 ODVDIHD 


ANAAAAANA 


1 


payment of tax on highway mot 

July 31—— 

Due date of return for the quarter ending June. (Regulation Sections 41.6011 (a)-1 
June 30, 1958, of excise taxes on safe 41.6071 (a)-1.) Form 2290 


vehicles where first use occurred 
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cf) TAXES ON PARADE 


® © Latest Federal Tax Summaries @ Easy to Understand 
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Mail this Card Here’s “something special” in the federal tax field . . . a fast-reading ‘tax tabloid” 


designed to bring you up to date easily, published to keep you in step with countless 
federal tax changes as they “break.” 

TAXES ON PARADE really fills the need for the busy tax man who must have 
with Important close contact with new federal tax action. It gives you capsuled “spot news” of current 
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TAXES ON 


Start Your Subscription Today 


herewith 


So, for a direct line on “what's doing,” federal taxwise, enter your subscription to 
TAXES ON PARADE now! Your OK on the attached tear-off Order Card provides 
you with 52 weeks of tax facts and information for less than 10¢ a week. 


(If ordering by letter or purchase order, please attach this card.) 


subscriptions for 


Remittance 


Authoritative—A Commerce Clearing House Publication 


[ 


MMERCE. CLEARING, HoOuSE.,. INC., 


N 
RRA ind ARH RA LAA Hane? 


PUBLISHERS of TOPICAL LAW REPORTS 


, & State 


522 FirtTH Ave. 4025 W. PETERSON AVE 425 13TH STREET. N. W. 
New YORK 36 CHICAGO 46 WASHINGTON 4 


beginning with the informative current issue 


COMMERCE CLEARING HOUSE, INC. 
4025 W. Peterson Ave., Chicago 46, III. 


Signature & Title 
Street Address 
Zone 


Attention 
City, 7 





